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Mr. MILLIKIN, from the Committee on Finance, submitted the
following

REPORT
[To accompany H. R. 8300]

The Committee on Finance, to whom was referred the bill (H. R.
8300) to revise the internal revenue laws of the United States, having
considered the same, report thereon with amendments and recommend
that the bill as amended do pass.

I. GENERAL STATEMENT

Your committee has joined with the House Committee on Ways and
Means in undertaking the first comprehensive revision of the internal
revenue'laws since before the turn of the century and the enactment of
the income tax. This revision includes a rearrangement of the pro-,
visions to place them in a more logical sequence, the deletion of obsolete
material, and an attempt to express the internal revenue Jaws in a
more understandable manner.
In addition to the rearrangement, however, H. R. 8300, both as

passed by the House and as amended by your committee, contains
many substantive changes in the code. In general, the purpose of
these changes have been to remove inequities, to end harassment of
the taxpayer, and to reduce tax barriers to future expansion of pro-:
duction and employment.
The restrictive effects of the present tax law on economic growth

have been obscured and somewhat offset during the past decade by
the inflationary pressures of the war and postwar periods. It is now
apparent that prompt adoption of this new tax law is especially timely in
order to create an environment in which normal incentives can
operate to maintain normal economic growth.

This bill is a long overdue reform measure which is vitally necessary
regardless of the momentary economic conditions and should not, be

1
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confused with other measures which may be, or might become
appropriate in the light of a particular short-run situation. The bilf
lias been developed through extensive and lengthy study of ways and
means of removing tax inequities and tax restraints. Its passage will
lead to increased employment and a higher standard of living.

Slightly over half of the revenue loss in the fiscal year 1955, which is
expected to result from the provisions of this bill represents amounts
which will be available to individuals. Section II indicates that about
$850 million out of a total revenue loss of approximately $1.5 billion
will go to individuals. This is withoelt taking into consideration the
fact that this bill continues the present level of the corporate rate for
1 more year. This continuation of the present corporate rate is
expected to produce approximately $1.2 billion in revenue for the
Government in the fiscal year 1955. With this taken into account
the revenue loss under this bill is about $277 million.

Tlhis bill is only 1 of 4 steps taken with respect to taxes so far in 1954.
Congress has already allowed the excess-profits tax to expire as of
December 31, 1953, and permitted an individual income tax reduction
of approximately 10 percent to go into effect as of the same time.
For the fiscal year 1955 the former represents a saving to businesses of
approximately $1.0 billion, and the latter a saving to individuals of
$3 billion. Moreover, Congress has already enacted an excise tax
reduction bill which will reduce excise tax collections in the fiscal year
1955 by approximately $1 billion. These measures which have been
enacted, or allowed to become effective, represent tax reductions of
approximately $5.6 billion. Of this, approximately $3.8- billion has
gone to individuals and in large measure represents additional funds
available for consumer spending. This bill as amended by your com-
mittco will increase the savings to individuals by approximately $850
million and to corporations by about $630 million. As a result, indi-
viduals after the passage of this bill will have received reductions under
the 4 tax measures of $4.7 billion and corporations will have received
a reduction in their tax burden of $2.4 billion. This represents an
over-all reduction for the fiscal year 1955 of $7.1 billion. These figures
do not take into account extensions of present rates since these merely
continue existing tax levels.
The bill contains many provisions which are important to the growth

and survival of small business. These include more adequate depre-
ciation, a more realistic policy with respect to retained earnings, more
liberal provision for research and development expenditures, a stimulus
to equity financing through dividend relief, recognition of business
practices for tax accounting purposes, and simplified procedures for
partnerships an(l corporate reorganizations.
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II. REVENUE EFFECTS

Estimated revenue effect in the fiscal year 1955 of H. R. 8300 as passed by the House,
as compared with the changes made by the Senate Committee on Finance

[Money amounts In millions of dollars)

Individuals:
Full split Income for head of family.................
Dividends received:

Exclusion, $50 In 1064 and $100 thereafter ..........
Tax credit, 6 percent August 1954 to July 1955 and 10

percent thereafter ........................

Total, dividends received......... .........

Taxation t annuitiles on lito expectancy...............
Deduction for eNrtain dependents regardless of earnings....
Dependent deduction for members of taxpayer's household
who meet support test...............................

Retirement Incomo credit..................................
Deduction of Interest change on Installment contracts--...

Medical expense deduction:
Increase In limitation .......................
Reduction In exclusion from 6 to 3 percent..............
Limitation on drugs and medicines to the excess of 1
percent of adJusted grom............................

Total, medlcaj expense deduction ..........

Chid-care deduction ................... .......
Exemption for distributable trusts (Increased from $100 to
$300)....... ..... ........................

Premium payment test on life Insurance. ..... ..........
Increase charitable contribution limitation from 20 to 30
percent. --.--... ----.------------..-.....

Bol and water conservation xpenditures............
Depreclatlon...-.......................................
rTaxing partnerships and proprietorships as corporations....

Estimated loss or Number of tax.
gain (+) payers affected

Commit- Commit.
House (cc on House tee on

Finance Financo

0 ......... 800,000

45 40..........

195 107 .......

240 243 7,000,000
10o 10 800,000
75 75 1, 300.000
10

125
10
0
=====:I------

10
116

+45
80

40
3
25

25
10
75

Effect on Individuls ..................................... 778

Oorporatlons: .
Natural resources: *

Depletion. ........... ......................
Allow capital gains treatment for Iron ore royalties.
Total, natural resources ..............'................

Treatmet't 'of Incme froi foreign sources:*
Treatment -f branch profits ..................
14 percent differential rate. . ..................
Denial of d(lfforential rate on manufactured products
Imported .........................................

-Removal of overall limitation on foreign tax credit......

27
..... ..

27

95
55

+6
2

7,100,000
800,000

1,300,000
10 00,000 100,000

141 1, 600, 000 1,800oo, ooo
.....1, , ooo ..........

10
115

+45

80
130
3
26

25
10
77
20

849

134
10

H

Total, treatment of Income from foreign sources-. . 147 2

Denreclalioni.¥.:; I-
Allow deciding balance at 200 percent of straight line.. 300 300
Allow declining balance on full cost of construction com-
pleted after De)c 31, 1053 ............. ................. .. 32

Restrict declining balance to assets with useful life of 3
or more years......... ............................... ..... .+9
Total, depreciation ........................ 300 .323

Not operating loss: *
xtemid arryback to 2 ye rs ................... 90 '90

Adjtmonts for dividends received and depleton...... 10 30

Totl, netoperattng lOa .................. ....... IQ 120

8, 500,000
300,000

180,000o
600,000

9,600,000
.-- --

8,500,000
2,100,.000

160,000
600,000

9,600,000
0, 000

4,000 5,000
.. --- I............

.....::::::::::::::::::

....... .......... ...

000,000 600,000

5,000. ..,. X............,.

. --7 t*--7 --..,,
.f0,0 .^O

I Does not include any estimate for uranium thorium, or vanadium. Data confidential.
A maUll puti6 this etinate applies to dfidlVdtmi, but this cannot be clearly segregated.

.... i6'.666I ,

4,000 -(00

9.869604064

Table: Estimated revenue effect in the fiscal year 1955 of H. R. 8300 as passed by the House, as compared with the changes made by the Senate Committee on Finance


460406968.9
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Estimated revenue effect in the fiscal year 1955 of H. R. 8800 as passed by the !Ioust
as compared with changes made by the Senate Committee on Finance-Con.

(Money amounts in millions of dollars]

Estimated loss or Number of tax.
gain (+) payers affected

Commit. Commit.
House teoo on House too on

Finance Financo

Corporntlons:-Continued
Denial of dividends-recelved credit for dividends from In-
surance companies............................. +27.......... 4,000......................

Removal of 2 percent surtax on consolidated returns of regu-
lated publi)o utiities..................................... ..35 ........ ()

Tax on earnings Improperly accumulated ......................... 10 ..........

Allow corPoraltons with 10 or less stockholders to file as -

partners hips..................................................0... 00..........100
Continuation of 20 percent capital gains rate to Apr. 1, 1955. .......... +9 ...I 60,000
Accounting provisions ............................................45 47 600,000 0,000
Total corporations exclusive of rate extension*.6.......... ..........

Extension of the 62 percent rate...................... +1,200 +1,200 600,0000 00 .000
Total corporations *..................................... +00 +678 .......... ..........

Alcohol distilled spirits (strip stamps) ......................................... ()
Grand total.............................................. 170 277 ... . .........

s Not Included In flouae report.
I Less than 600.
* A small part of this estimate applies to Individuals, but this cannot be clearly segregated.
Source: Staff of the Joint Committee on Internal Revenue Taxatiom.

III. TAX ON INDIVIDUALS AND CORPORATIONS

A. Combination of Normal Tax and Surtax (sec. 1)
(1) House changes accepted by committee

Under present law the individual income tax rate structure con-
sists of a 3-percent normal tax and a graduated surtax.

Since the definition of income subject to the normal tax and the
surtax is the same for the vast majority of taxpayers, the retention
of .the separate normal tax and surtax represents an unecessary
complication.

Accordingly, in both the House and the committee bill the normal
tax and surtax rates have been combined into a single rate schedule.
This simplification is made possible by providing a credit against tax
(in a subsequent provision) equal to 3 percent of the interest received
on Federal Government bonds, exempt from the normal tax but
subject to the surtax.

(2) Changes made by committee
None.

B. Head of Family (sec. 2)
(1) House changes

Under present law, half the benefits of income splitting are extended
to persons who qualify as "heads of households." The term "head
of household" is defined as a single individual who maintains in his
home a child, grandchild, or any person whom he claims as a depend-
ent.
The House provision substantially revised this provision. It gave

a "head of family" the full benefits of income splitting rather than half
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of such benefits. It also provided that the dependent qualifying the
taxpayer as a head of family need not live in the taxpayer's household.
On the other hand, it required the taxpayer to support the dependent
giving him the "head of family" status even in the ease of his children.
In addition, the House bill limited the classes of dependents which
could qualify the taxpayer for this status. Under the House bill those
dependents were limited to the taxpayer's son, daughter, father,
mother, brother or sister and, if his spouse was dead and he had not
remarried, to relatives bearing a similar relationship to her.

( 6)Changes made by committee
Your committee has restored present law. Thus, heads of house-

holds will continue to receive half, rather than full, benefits of income
splitting and the dependents qualifying the taxpayer for such status
must live in the' taxpayer's household. On the other hand, any de-
pendent for whom the taxpayer may claim a dependency exemption,
may qualify the taxpayer for this treatment. Moreover, in the case
of his own children, the taxpayer need not support the children nor
do the children's earnings need to be limited to $600 for the taxpayer
to obtain head of household status so long as the taxpayer supplies
more than half the cost of maintaining the home.
Your committee's action was based on a complaint that this provi-

sion did not treat all income groups equally and benefits primarily
the middle- and upper-income groups.
By restoring present law in this area, it is estimated that your

committee is saving $60 million which would have been lost under the
House bill.
C. Corporate Income-Tax Rate (sec. 11)

( f) House changes accepted by committee
Uader present law the corporate normal tax as of April 1, 1954,

automatically decreased from 30 to 25 percent. Thus, the present
52 percent maximum corporate rate as of this date reverted to 47
percent.
Botb the House and your committee's bill extend the 52 percent

rate (30 percent normal tax rate) for 1 year. Thus, the April 1,
1954 reduction scheduled by present law will occur on April 1, 1955.
While your committee is reluctant to continue the present abnor-

mally high tax on corporate income, it agrees with the House that the
present budgetary situation requires a 1-year extension of the 52
percent rate.
The continuation of the present corporate rate is expected to save

approximately $1.2 billion in revenue for the Government in the fiscal
year 1955.

(2) Changes made by committee
IV. CREDITS AGAINST TAX

A. Dividends Received by Individuals secss. 84 and 116)
(1) House changes accepted by committee

Under present law the earnings of a corporation are taxed twice
once as corporate income and again as individual income when paid
out as dividends to shareholders. This is due to the fact that divi-
dends unlike wages or interest do not constitute a deduction to the
corporation.

5
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This results in a higher tax burden on distributed corporate earnings
than on other forms of income. In addition, it has contributed to the
impairment of investment incentives. Capital which otherwise would
bo invested in stocks is driven into channels which involve'less risk in
order to escape thb penalty of double taxation. This restricts the
ability of companies to raise equity capital and has forced them to
rely too heavily on l)orrowedImoney. The penalty on equity financing
has been especially harmful to small business which cannot easily
borrow funds and must rely on equity capital for growth and survival4

ile1 House and your committee have reduced double taxation by
adopting two related provisions: One (sec. 116) affords complete
relief from the double tax on small amounts of dividend income.
Under both versions of the bill an individual may exclude from his
gross income-up to $50 of dividend income received from a domestic
corp)oration during a taxable year ending after July 31, 1954, and
1)efore August 1, 1955.- In subsequent taxable years he may exclude
up to $100 of his dividend income. These'exclusions are granted for
each taxpayer which means that a. husband and wife filing a joint
return wvill have two exclusions where each is a dividend recipient.

In addition, the other provision (sec. 34) under both versions of
the bill provides relief by making available a'dividdnd-received credit
for part of the corporate tax paid oi the dividends in excess of the
amount excluded. This is a credit against tax, equal to 5 percent of
dividend income above thle exclusion received after July 31, 1954,
and l)efore August 1, 1955, and 10 percent of dividend income above
the exclusion received after July 31, 1955.

TheP amount of the credit is limited to 2 percent of taxable income
in 1954, 7 percent in 1955 and 10 percent in subsequent years. This
limitation restricts the credit to the amount of dividend income which
actually enters into the tax base. The use of 2 percent and 7 percent
for 1954 and 1955 removes the necessity of prorating income in the
2 years.

'The August 1 date for tlie credit was selected in order to minimize
the likelihood that corporations will change the dates of dividend
payments in tha year in which the credit is introduced or increased.

The relief offered by the' dividend-received credit is limited to
situations in which double taxation actually occurs.' Accordingly,
tho dividend-received credit is not 'allowed with respect to dividends
paid by foreign corporations or tax-exempt domestic corporations.
Moreover, it does not apply to dividends of exempt farm cooperatives.
or to distributionss which have been allowed1 as a deduction (in effect
treated as interest) to a mutual saving bank, cooperative bank, or
building an(l loan association. In addition, the dividend-received
credit is not available to nonresident alien individuals not subject to
the regtilar individual income, tax. (For differences in the treatment
of dividends of insurance companies under the House and your com-
mittee's bill see (2) below.)
The proposed dividend exclusion and credit confers partial relief for

double taxation in the most administratively feasible manner. More-
over, the method-of adjustment adopted affords greater relief for the
low-income investor than 'for those at higher income levels. The
percentage reduction of tax under the combined dividend exclusion-
and credit is greatest in the lowest bracket and declines progressively
as the income level rises. For example, in the ease of a married coupFe

6
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filing a joint return,.the 10-percent credit alone will reduce existing
tax liabilities on dividend income in the $4,000 first bracket (subject
to a 20-percent rate) by. 0 percent; on dividend income in the
$12,000-$16,000 bracket (subject to a 30,percent rate) by 33 percent;
and on dividend income in the $32,000-$36,000 bracket (subject to a
50-percent rate) by 20 percent., At very high income levels, the
percentage reduction in tax on dividend income will be about 11
percent,
The combination of a dividend exclusion and a credit for dividends

received was adopted in preference.to various other methods to relieve
the existing double taxation of dividend income. A credit to corpora-
tions for dividends paid would be unsatisfactory because it would in
effect make the remaining corporation income tax an undistributed
profits tax, or a tax on retained earnings, the principal source of equity
capital. Also, a dividend paid credit for corporations would completely
relieve from tax dividends received by tax-exempt organizations:
The method of relief from double 'taxation selected is a modification

of the dividends received credit adopted in Canada in 1949.- HoWever,
the present. Canadian credit is 20 'percent instead of 10''percent.
Moreover; limiting the credit to the amount of taxable income, when
it is less than the amount of dividends, is a restriction hot imposedunder the Canadian system.- On the- other .hand, 'the divided
exclusion provided is more liberal than 'the Canadian method'for
persons receiving small amounts of dividend incomeI

In effect,; the 5-perceint or 10-perceht 'credit' exemnptS' dividend
income from 5' percent t1o 10 percent of the'tasx rate;applicable tbo an
individual's'income.. In this,country 'prio- to the middle 1930's,
dividends were exempt from the normal individual;incoime tax, which
was generally the first'bracket rate. This gave recognition to the'fact
that the income from which they wereipaid had already been taxed
at the corporate level. It was not considered appropriate,' however,
to give a credit equal to the entire 20-percent'first bracket rate.
Another suggestion has been to give''the dividend'decipint, ^

deduction in computing taxable income for some specified percentage
of dividends received instead 'of the credit against tax. fIowever,
this proposal was rejected'because it gives'higher proportionate tax
relief to stockholders in the' upper income brackets.

(2) Cnge8imade by cmmit ,,,o'"e .,
Your conmi.tteeo madeoene.ibstantivechange;,l dividenddcredit and; exquhsion tovyisions.;pridiedbthe for dio;-

viduialis. -Under the,ti house bill foihe'exusion |and creiit;lare;deniedwith respect to6 di dends.paid Ly any, inran:c cmpes,'. Your
committee's bill fiolo"w the House provision in de'neymg tihe,'edet
and; excluipn twith- respect to, dividends ;paid by, life msiranc6o!m-

matee: s. U a lt.he"e p6 ani;credit;hiespxp, , 'diwdends
paid ons Btoc ofho.herinsce comp(cpm4.taxed' uj4
respect to.dinidendls pid ,by, Such msu.an,'icpnpan.e as.stok
fire, casualty, title, nd,mrine insurance companies.
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The House committee report indicates that the tax concession for
dividends was limited to those cases where the dividend income
actually bore 'a substantial double tax. Your committee agrees with
this reasoning and has for that reason followed the House provisions
with respect to life insurance companies and mutual companies tax-
able under parts I and II of subchapter L. However, other insurance
companies for the most' part pay the full corporate tax. For that
reason it was believed that the exclusion and credit should be available
with respect to dividends of such companies.

It is estimated that the dividend-exclusion and dividend-received
credit provided by the bill will reduce revenues by $243 million in
the fiscal year 1955.
B. Retirement Income Credit (sec. 37)

(I) House changes accepted by committee
Under existing law, benefits payable under the social security pro-

gramin and certain other retirement programs of the Federal Govern-
nent are exempt from income tax. No similar exemption ,is accorded
to persons receiving retirement pensions under other publicly adminis-
tered programs, such as teachers, as well as persons who receive indus-
trial pensions or provide independently for their old age. In order to
adjust this differential tax treatment, the House bill grants an indi-
vidual who is 65 years of age or over a credit against his tax liability
equivalent to the tax, at the first bracket rate, on the amount of his
retirement income up to $1,200. Retirement income is defined to
include pensions and annuities, interest, rents, and dividends. Since
some types of retirement pensions are already excluded from gross
income, an adjustment is made to avoid duplication. The amount of
retirement income up to $1,200 which an individual receives is to be
reduced, for purposes of computing the credit, by any social security,
railroad retirement, military retirement pension, or other retirement
pension which is excluded from gross income. Military disability
pensions or workmen's compensation payments, however, do not serve
to reduce retirfenint income.

Since the benefit of the credit is intended for retired individuals, the
bill employs substantially the same test of retirement as that adopted
for social-security purposes. An individual would be permitted to
earn up to $900 a year as an employee or in self-employment without
affecting tliheamount of the retirement credit. However, earnings in
excess of $900 reduce, dollar for dollar, the amount of retirement
income on which the credit is based. If an individual's earnings
equal $2,100, he would receive no tax credit for any retirement income.
This provision has been modified by your committee as described
below.
The bill also adopts a work-qualifying test similar to o0ie used for

social-security purposes to determine whether an income recipient
-above-the age of 65, who is not deriving earned income, is a person
who was actually engaged in gainful employment prior to age 65.
Thus') to qualify for the credit an individual must hai6e derived
earnings of at least $600 a year in each of anyi 1O'years' priorto'the
taxable year. A widow whose spouse would have qualified under this
requirement is herself qualified. Where a husband and wife meet this
requirement, each can qualify for the retirement credit.

8
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Income which qualifies for the retirement credit may alsq be'the
basis for other credits. Income from certain Government bonds, for
example, would entitle a taxpayer to a partially tax-exempt interest
credit as well as to a retirement-income credit. Hence, provision is.
made to avoid tax' refunds by virtue; of such double credit. The
retirement credit may not exceed the tax computed after deducting
any credit allowed with respect to foreign taxes, dividends received
by individuals, and partially tax-exempt interest.

(2) Changes made by committee
In many cases, public retirement systems provide for the retirement

of covered employees before the age of 65. The House bill, by limiting
the retirement income credit to individuals .65 years of age ior over,
would exclude such persons although the purpose of the provision is to
afford relief to individuals depending for theirlivelli6ood on their pen-
sions or similar retirement payments. Youir committee's bill extends
the retirement income credit provided by. the House bill to pensions,-
annuities, or similar payments received from public retirement sys-
tems by individuals less than 65 y6ars of age.
In addition, your committee has eliminated the reduction of the i

amount of retirement income to which the credit may be applied for
earnings in excess of $900 a year in the case of an individual 75 years
of age or over.

It is estimated that this provision will decrease revenues by $141
million in the fiscal year 1955.

V. DEDUCTIONS IN ARRIVING ATATADJUSTED GROSS INCOME

A. Transportation Expenses (sec. 6 (0)())
(1) House changes accepted by commtee ...

At present, business transportation expenses can be deducted by
an employee in arriving1 at adjusted gross income only if they are
reimbursed by the employer or if they are incurred! while he was away:
from home overnight. Business transportation expenses not falling
in these categories presently cannot bel deducted unless the employee
is willing to forego the;use of the standard deduction and itemize all
of his deductions. ::- .:!,,: ':\,!i. ': ;*:'
Because these expenses, when incurred2 -sually :re esubtatial,, it

appears desirable: to treat employees in this respect like self-employed
persons. For this reason both the Housq and yo)r ,committee's bill
permit employees to deduct Juisiness transportaUoi;n expenses in
arriving at adjusted gross icomie den:ieouhtfii 'ex.ens' are not
inmcrred in travel .wayfrWmMhome'rnotr reimbiur:edByl teeifiklhyer.·
Thus, employees'will Ie able ;t deduct business trnsdohation B-
pensesasdduse 'HeAMiidadtadi ,to btisih
tatio4 expenses w~iich. leddctible underle paIvi intithsludeQti
tion or, if thmd"ivl.das own, ar 'is '#(? 'tbne post df gasoline:6o
The, new,,tranportatpn deductionbis noavailable .for'eiri-i

e

notp e isnewae i' 1h .'ith:h..ce of
"'int. h es

(£) Changetmde by committee
None.
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B. Business Expenses of Outside Salesmen (sec. 62 (2) (D))
(1) HIouse changes accepted by committee

As in the case of the transportation expenses described above,
business expenses of an "outside salesman!" who is an employee
presently may be deducted in arriving at adjusted gross income only
if they are reimbursed or incurred while he is away from home over.

night.
If these salesmen were independent contractors they would be

permitted to take business expense deductions in computing adjusted
gross income and still use the standard deduction. Moreover, the
business expenses incurred by outside salesmen usually are substantial
relative to their incomes.
Both the House and your committee's versions of this bill treat

outside salesmen in effect like self-employed persons with respect to
these expenses, permitting their deduction of expenses in arriving at
adjusted gross income oven though the salesnien use thestandard
deduction. These deductions include expenditures for. meals, split
commissions paid on subcontracts, etc.. An "outside salesman"is
defined as an employee engaged principally in the solicitation of business
for his employer at places other than i-he employer's place of business.

(2) Changes made by committee
None.

VI. SPECIAL INCLUSIONS IN GROSS INCOME

A. Alimony and Separate Maintenance Payments (sec. 71)
(1)I-louse changes accepted by committee

Present law taxes to a recipient and allows the payor a deduction
for periodic alimony;or separate maintenance payments if the pay-
ments are a legal obligation imposed by a court decree or by a written
agreement incident to a decree.

Attention has been called to the fact that the present treatment
discriminates against husbands and wives who have separated although
not under a court decree.
For tl)is reason both the House bill alfd your committee's bill

extend the tax treatment described above to periodic payments made
by a husband to his wife under a written separation agreement even
though they are not separated under a court decree if they are living
apart and have not filed a joint return for the taxable year.

(2) Changes made by committee
Your committee made two changes in6the House provision relating

to alimony and separation ayments. Itp rovides thatthetreatment
described above isto be-effectiveonly with respect tow written separa-
tion agreements executed after the date of enactment of thisbilf. it
also providest ha tthistreat meant is to beapplicable where a wife is

separated fr6om her husband if she receives periodic payments from
him under any type of decree (entered after the date of enactment of
this bill) requiring the husband to makepayments for support and
maintenance. .....

Your committee: made the first'of these 2 named ments in order to
prevent the upsetting of arrangements which alreadyh ave been
worked out with the understanding that the wife would no6t include
the payments in her income. In such cases it appears probable that

10
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tax effects were taken into account in determining the size of the
payments. The secondamendment was made by your committee to
cover cases where amounts made under a court decree for support
have not been called separate,maintenance payments. So,long as the
husband and wife are separated'and not filing a joint return it would
appear that the tax effect insuch cases should be the same as in the
case of a decree of separate maintenance.
B. Annuities· (sec. 72)

(1) House changes accepted by committee
The so-called 3 percent 'rule under present law taxes an annuitant

on thie'anniuity paymdnts he receives to the extent' of 3 percent of
the amount he paid for the annuity, Any payments he receive 'above
this amount are considered to be the rettuin of his capital and 'are
excluded from tax until the cumulative amount excluded equals the
amount' he paid for the annuity. Thereafter, the annuity payments
received are taxable in full.

This present nile is objectionable because it is erratic. Where the
amount paid for the annuity'represents a large proportion of its valte
at the time payments begin, the present rule does not return to 'the
annuitant on a tax-free basis the amount he paid for the anntfiity diirig
his lifetime. On the other hand, where the amount theo annuitant
paid for the annuity represents a small prQportion of its value at the
time payments begin, the exclusion is used up rapidly, In such cases
the annuitant finds that after being retire for a few yearsanid becom-
ing accustomed to living on "a certain amount 'of income'aftert' x, lie
suddenly has to:make a sizable downward adjustment in his' living
standard because, when his exclusion' is used uip, the annuity income
becomes fully taxable. .

The House bill and your committee have adopted a provision whichI
spreads the tax-freeo portion of 'the annuity income evenlyvJ Ver' the
annuitant's lifetime. In' the usual case the exclusion 'will qual' the
amount the annuitan't paid fort the aiiuiy,; divided by his life :expec-
tancy at'the time thepaUyments5bgi.' ;This exclusion is to remii tlie
same even though'he outlives this lifes eectancy. Under thisr Ile
the com any; providingtl 'aannuity will beable'tb supplyi 'te aniltii-
tantwithinstatementn' indicating that for the rest of his life 'a stated
amount of' his anhiity come will be excluded annually from his
income subet 'to, tax. .., ,-
$ employees will not 'have to make eomputatnios w-'ereismi

amounts 'jof exclusions, are involyev , an individual receiving a pnitonfinanced in party cohtibuti ns'frobnhiseptloyer wll ot'bea e i
under,the hf :expectancy method if th' amounts payable indeede ted
annilty tnhe first 3 yearsrqeual.or exced Cstfor heannui^.
Such individuals are to exclude;allanntfiIaymetiunSt ,il avee iAre o-etax e eferecovered 'their'capita-atlltauifretaya)aymeni*ill.
be taxable in fu ept. or the'rerentrcmeedit
which may exempt as mi s1,200 of this'ni e eah ye
Any 'refund paid:t a beneficiary, tli6 ideiith 'eaaiUnnitu is

to be exempt from tx.: .However,to avoid granting a double exclu
sion, the annuitant's cost (to be spreadtax-free over his 'expectedlife) is to be'xedueed by'the refund anticipated:computed in accoid-
ance with hi life expectancy.

4V.-84--3
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In the case ofjoint and survivor annuities, the cost of the annuity,
in determfiining tie annual exclusion, is to be spread over the com-
bined life expectancy of the annuitants.
The life expectancies of those already receiving annuity payments

will be determined as of January 1, 1954, and the cost, or considera-
tion, to be recovered tax-free wil be reduced by any amounts already
recovered tax-free under the 3-percent rule.
The rule described above applies to payments for a fixed number

of years as well as to payments for life. Amounts received under a
paid-up endowment contract also will be taxed in this manner where
the policyholder elects, within 60 days after he has the right to receive
a lump sum, to receive the payments in installments instead.

(2) Changes made by committee
Your committee made certain technical corrections to the annuity

section passed by the House, including corrections 'in the House rule
for determining the size of the estate-tax deductions which may be
taken by the secondary annuitant. These rules were moved to sec-
tion 691 relating to income in respect of a decedent.

It is estimated that the new annuity rules will decrease revenues by
$10 million in the fiscal year 1955.
C. Payments Other Than Annuities Received Under Annuity or Endow-

ment Contracts (sec. 72 (e) and (h))
(1) House changes accepted by committee

Individuals frequently receive under annuity contracts amounts
which are not strictly speaking annuity payments, such as dividends
and amounts received from the surrender, redemption or maturity
of the annuity contract. Under present law, such amounts are taxed
to the extent that they exceed the portion of the consideration paid for
the contract which has not previously been-recovered free of tax.
The House bill and your committee's billU make two changes in the

present treatment. First, proceeds other than annuity payments
which do not constitute a complete discharge of the carrier's obliga-
tion under the annuity contract (for example, dividends as contrasted
with amounts received from the surrender of the contract) are'to be
taxed in full without any exclusions, i received on or after the date the
annuity payments begin. The reason for the change is that if part,
of such proceeds were excluded, it would be necessary to recompute
the annual annuity; exclusions allowed under the life expectancy
method used in the taxation of annuities. Where the proceeds from
the annuity contract are received either before the date annuity: ay
ments begin or n full discharge of the contractual obligation these
proceeds will be taxed, as under existing law, only to the extent that
they exceed the consideration.
Asecond change made' gives relief where such proceeds ar received

in a lump suminn one year. In such cases, the tax on the lump-sum
proceeds cannot exceed thetax'hich would be payable if such pro-
ceeds hald beenreceived in three equal mistllments: one im the yearof
receipt, and'tie other two inthe two' preceding years.

(2) Changes made by committee
Your committee added language to provide that face amount.

certificates would be treated in the same way, with respect to taxation.
of the investor as endowment insurance.

12
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D. Prizes and Awards (sec. 74)
(1) House changes accepted by committee

Both the House and your committee's versions of :ti6 bill include
in income subject to tax all prizes and awards except' tose made in
recognition of past achievements of a religious,, charitable, scientific,
educational,,artistic, literary, or civic nature, where the recipient was
selected withliout any action on' his part and is not required to render
substantial futures' vices.' This exception is intended to' exempt
such awards as the Nobel'and Pulitzer prizes.
The provision eliminates the confusion resulting from certain court

decisions. The Pot O'Gold case and the Ross Essay Contest case-
are overruled insofar as these cases hold the receipts not to be income
under the code. In these cases the courts held that prizes on give-
away programs and prizes for winning essays are not includible in
income subject to tax.

Scholarships and fellowships are not covered by the riles described
above. These are provided for in a separate section (sec. 117 dis-
cussed in VII-H)'.

(2) Changes made. by committee
None.

E. Discharge of Indebtedness (sec,. 76 of the House bill,' 108, 1017)
(1) .House changes accepted by committee

Under existing law, Ia corporation is permitted to exclude from in-
come amounts attributable to the 'discharge of indebtedness if the
indebtedness was evidenced by a sicurity and, the corporation also
elects a corresponding reduction in the' basis of its property. Because
of the required reduction of basis of property, the incOme from dis-
charge may be taxed at: a later date through reduced deductions for
depreciation or a lower basis for capital gain. Railroads may exclude
income attributable to cancellation whore the cancellation' is made
pursuant to bankruptcy or receivership proceedings without having
to make a' corresponding reduction in basis of property'. This'speciial
provision for railroads is inapplicable after December 31, 1954. The
National Bankruptcy 'Act also contains a number of provisions per-
mitting exclusion of income attributable, to discharges under bank-
ruptcy. A reduction in basis of the debtor's property s often required.
The House bill expands'preseit law to permit tihe exclusion of all

or part 'of income attributable to disci'rge of i'debtfedness -if' the
indebtedness' was incurred ''a'corporation, obr 'an individual in con-
nection with'property usedin his trade'or business' Following present
law, the debtor'may exclude such income bnly if he.appliess the amount
so excluded to reduce'the basis of any property held dui an por-tion 6f the tiableyear in which"the 46iha e' ourd.
The provision relating to railroads iB extended 'to Deceiber 31,

1955- 'as'a' feW roads'would otherwise be 'deprived of the benefits
received by roads ,reotrganized 'i past years- :No change is made in
the provisions of theNation'hl Baaripty: Act. ',

(:).an ,...comm . '.;
Your committee has deleted section.'6 of the House bill ,which set

forth a general rile that discharges' of indebtedness by te debtor for
less than full value shall result in income' to: the debtor unless! the'
creditor and debtor have, because of the nature of their dealings,

13
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consunmmnated a transaction of a capital nature. In the latter cases,
the discharge for less than full value might bo deemed a gift, a contri-
bution to capital, or adjustment of purchase price or property,
Your committee made this deletion because testimony before its

hearings revealed that the House draft was the cause of considerable
doubt as to its meaning and effects. Deletion of this section will
leave the situation as it now exists, with the determination as to
whether cancellation results in income to the debtor and to what
extent, to be settled according to rules developed by the courts.

VII. EXCLUSION FROM GROSS INCOME
A. Proceeds of Life Insurance Contracts Payable by Reason of Death

(sec. 101 (a))
(1) House changes

Under present law life-insurance proceeds payable by reason of
death are exempt from tax. However, where an insurance contract
is transferred for a valuable consideration, only the actual value of
the consideration and subsequent premiums paid by the transferee
are tax exempt and the balance is taxable as income. The House
bill grants full exemption to life-insurance proceeds payable at death
where the contract is transferred for a valuable consideration.

(2) Change made by committee
Your committee believes that the procedure in the House bill may

result in abuse in encouraging speculation on the death of the insured
and therefore has reinstated present law with respect to contracts
transferred for a valuable consideration. However, it is made clear
that complete exemption is to be granted to life-insurance proceeds
paid under contracts which have been transferred for certain legiti-
mate business reasons rather than for speculation purposes. In con-
forming with the changes made by your committee in the treatment
of employees' trusts, there has been deleted the provision of the
House bill which would have taxed the proceeds (in excess of the
$5,000 employee death benefit exclusion) of life insurance purchased
for a participant in an exempt employees' trust.
B. Employees Death Benefits (sec. 101 (b))

(1) House changesaccepted by the committee
Present law provides a special exclusion of up to $s,000, for payments

by an employer to beneficiaries of a deceased employee. Your, com-
mittee adopts three changes in these provisions made by the House.
The amount excludablebecause of the, death of any employee is

limited to a total of $5,000 per employee to prevent'individuals from
increasing the eekemptiou by arianngi to have two or more employers
each pay $5,000 of death benefit;, :;; ,; i..;:
The exclusion is also made ayvilablregar4es .oft:whether, the

emloyer. has a contractual obligation o y the: 4eath benefit.,
Tihe $5,000 exclusion is extended to lu[p-sum dstrjbkti0, paid by

reason of death under a qualifiedeemployees' pr'oft-shang'an, stock
bonus plan even though the employee had a'oriforfeltable 'right to
tho amounts while living.

14
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(2) Chdanes made by theecomittee
Your committUe: billW also extends tho $5,000 exclusion to distrdbli-

tions from qualified pension plans:on the same basis as distributions
from profitLsharing and stock-bonus plans. The purpose of this change
is to provide uniform treatment for lump-sum distributions granted
because of death by the various types of employee plans.
C. Life Insurance Proceeds Paid in. Installments (sec. 101 (d))

(1) House changes
Present law exempts proceeds of life insurance paid by reason of

death even though suchproceeds are paid in installments fnd include
interest earned after the 'death of the insured. The Hduso bill limits
the interest exclusion in connection with' life insurance installment
proceeds to $500 a year for a widow of a decedent and $250 a year'for
lineal decedents and ancestors of the de'cedent. The House' bill
extends the interest exclusion,' subject to these limits, to so-called
excess interest or policy dividends.

(2) 'Changes made by committee
Your -committee's bill accepts' thie principle in the House,bill that

it is desirable,to place a limit on the exemption now granted to interest
earned on life insurance paid, n installments.' However, your, com-
mittee substitutes for' the exclusions provided by the House a $1,(Q0O
a year, exclusion'for the widow. No .exclusion' is-allowed for other
beneficiaries. The.widow is granted the ecblusi6on to encourage her
to take the' life insiu'raice proceeds'nin'itallments so as not to waste
tle principal. There. appears' to be little reason t grant'an exclusion
to children since even if tho mother is dead their interest in the' prin-'
cipal is protected by guardianship laws while they are 6oufig. More-
over, when children reach majority there appears 'to be no reason to
encourage them to leave the proceeds in any particular.form»,
D. Accident and Health Plans Financed by Employers (8ece. 104 and 105)

(1) House changes
Under present' law amounts receiveas' accident or. health benefits

under employer pension plans are exempt if paid'under a contract'of
insurance and are taxable if 'paid:under nonnsuied plans: ,Te'House
bill would grant the saietreatment to sickness, alaccident benefits
financed by employers whether pald under.insure or nominsured plans.
Such benefits would be (1) entirely excluded from tax'if received as
compensation 'for personal injuryyorytikn6ss ahnd (2) excluded up to
$100 a week if received as' compensation for loss of wages under a
plan providing a waiting periodh.

,
n,- -,,..n:.....

These' exclusions 'would'beinrate.iidert thei House,bill only to
benefits'paid out by qualifiedpa.hiwhih 6til8d beiirei'd to:atwfy
nondiscrmiiation rules generally similar't toithose provided' in' the
House bill for pension plans.' Also; the House' bill requires thatwheii
nonqualified payments are, made fotilo' s of wages,'tha thei$100 :ex
clusion for payments under qualified plan be offset' by 'payments
received under the nonquafif'ed plais '.
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the House provm n ineuai z:.th: treatmentt insured"ad
nomnsured sickness and accident benefits. Like the House bill, you0
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committee's bill provides for an exclusion of up to $100 a week for
payments for personal injury or sickness made under a plan financed

by the employer whore the payments are in lieu of wages. However,
this exclusion applies only to payments which are attributable to a

period beginning 7 days after the beginning of the injury or sickness.
Benefits which reimburse the employee for expenses incurred for

his own medical care and for the medical care of his spouse or his
dependents will also be exempt. In addition, your committee's bill
makes it clear that certain payments for injury if made without regard
to the employee's absence from work are to be exempt. There are

payments for the permanent loss (or loss of use) of a member, or
function, of the body or for permanent disfigurement. These pay-
ments may be made with respect to the taxpayer, his spouse, or his
dependents.
The qualification rules provided in the House bill have been elimi-

nated. This was necessary because your committee, for reasons
developed in the discussion on pensions, stock-bonus and profit-sharing
plans, abandoned the automatic qualification rules provided by the
House bill. Without these rules it would benecessary in most cases

to obtain specific rulings from the Internal Revenue Service in'the
case of each employer sickness and accident plan, if the requirement
had been kept that they must be qualified to receive the treatment
described above.
Your committee's bill also specifically indicates that amounts paid

by an employee association as well as amounts paid by an employer
are eligible for exemption if they fall in the exempt categories indicated
above.
E. Rental Value of Parsonage (sec. 107)

(1) House changes accepted by committee
Under present law, the rental value of a home furnished a minister

of the gospel as a part of his salary is not included in his gross income.
This is unfairto those ministers who are not furnished a parsonage, but
who receive larger salaries (which are taxable) to compensate them
for expenses they incur in supplying their own home.
Both the House and your committee has removed th6 discrimina-'

tion in existing law by providing that the present exclusion is to
apply to rental allowances paid to ministers to the extent used by
them to rent or provide a home.

(2) Changes made by committee
None.

F. Income Taxes Paid by Lessee Corporation (sec. 110)
(1)H house changes accepted by committee

Under many long term leases, the lessee contracts to pay a fixed
income to the lessor corporation (or its stockholders) without reduc-
tion for income taxes assessed on the rentalpayment.
Under present law the lessor is deemed to derive additional taxable

income from the income tax paid on its behalf by the lessee. The
lessee, in turn, is required to pay-the tax on? u-h income for the lessor,
and so on. This tax on a taxis pyrani ded t'O the point ,Wierêhe
income tax liability paida by ti losse iet i ie

'"excess :of' the initial
tax on the rental. Although the lessee is enititled to deduct such tax
payments in computing its own income tax liability, unders some
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conditions the taxable income of the lessee is not sufficiently large to
absorb this deduction, with the result that no tax benefit is realized.
Under the House and your committee's bill, the income tax liability

payable by the lessee on such rental income is to be excluded from the
lessor's gross income and denied'as a deduction to the lessee. This
applies only to leases entered into before January 1, 1954, where
both lessee and lessor are corporations.

This provision adopts for income tax purposes a rule which has been
in effect with respect to excess profits tax liabilities.

(2) Changes made by committee
None.

G. Combat Pay of Members of the Armed Forces (sees. 112 and 692)
(1) House changes accepted by committee

Present law provides an exclusion from gross income for members of
the Armed Forces serving in combat zones or hospitalized as the
result of wounds, disease, or injury incurred while serving in such.'a
zone. In the case of enlisted personnel, this exclusion is granted
for all pay received'for service in a combat zone or while hospitalized
as a result of such service; for commissioned officers the exclusion is
limited to the first $200 of pay received in a month. Under present
law this exclusion is available only for service in a combat zone
between June 24, 1950,., ad January 1, 1955. ,:
Your committee agrees with the House that this exclusion should

be available for any period in which persons are generally subject to
induction into the armed services under theUniversal Military Training
and Service Act, For that reason the House and your committee's
bill provide that this exclusion is to be available with respect to service
in a combat zone after June 24, 1950, during an "induction period."

Present law also has a special tax forgiveness provision applicable
to an individual who dies after January 24,.1950, and before January 1,
1955, while in the Armed Forces if his death' resulted from service in
a combat zone.' Any income tax he owes ,the Govern:ment at the time
of his death is forgiven. Asmin the case pof the exclusion, the Hou'se
and your committee's bill extend this provision to apply to service in
a combat zone after June 24, 1950, during an inductionn period."

(2) Changes made by committee.. None .

H. Scholarships and Fellowship Grants (sec. 11:7)
(1) House change accepted by committee

Present law contains no provision regarding treatment of scholar-
ships and fellowship grants. The basic ruling of the Internal Re.venue
Service which states that the' amount of a grant- or fellowship is
includible in gross income unless it can be established to be a gift
has not provided a clear-cut method of determining whether a grant.
is taxable, -... . , . : .
The House bill adds a new section which provides rules tor deter-

mining the extent to which. amounts received as scholarships, and as
fellowship grants are to be included in gross income. The section
first states the general rule that anoiunts received as scholarships or
as fellowship grants are excludible from gross income and then pre-
scribes specific rules for limiting the amounts which may be excluded.
The general rule specifies that the'exclusion extends to, the value of
contributed services and accommodations (such-as room, board, and
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laundry) which are received as part of tho scholarship or fellowship
grant. The exclusion also applies to amounts received to cover
incidental expenses for travel, research) clerical help, or equipment
which are incident to the scholarship or fellowship to the extent that
they are expended by the recipient for these purposes.
Your committee's bill adopts the general rule provided by the'

House bill, but makes certain amendments to the limitations placed
on the amount which may be excluded.

(2) Changes made by the committee
The Htouso bill provides that. the exclusion shall not apply to that

portion of any amount received( whii-rclprecsonts payment for teaching
or research services in the nature of part-time employment required
as a condition to receiving the scholarship or fellowship grant. Your
committee extends the provision to include "other services" in addi-
tion to teaching and research services. Your commitfte has also
specifically provided that if teaching, research, or other services are
required of all candidates, for a particular degree (whether or not.
recipients of scholarship or fellowship grants) such services arp not
to lbe regarded as part-tim-e employment..
The lIouso bill provided a specific standard for determinining 'the

taxability of grants received by individuals who are not candidates
for a degree, typically' the recipients of post doctoral fellowsllhips.
Such grants may be in effect a¢ontiniing salary payment while the
recipient is on leave from' his regular job. The House bill'specified
that such grants are excludible hony if the annnual arnouint of the rantt
plus any compensation received fr6m the recipient's previous eiloyer
is less than 75 percent of the recipient's salary in" the year preceding
the grant. COases were brought to your committee's attentionn in
which the formula of the House bill would tax grants which were
clearly not a continuing salary payment. In many of those cases

taxability would result from the absence of a substantial earned in-
come in the previous year. Yourcommittee therefore' las substi-
tuted for the 76 percent rule an exclusion of $300 per month of grants
paid to individuals who are hot candidates for degrees. The exclusion
will not be allowed beyond a total of 36 motiths.

In the case of individuals who are not candidates for degrees, your
committee's bill allows the exclusion only if the grantor is a tax-exemptorganizationdescribed in section 501 (c); (3),;the United States, or its
instriumentality or agency, or a State, Territory, or a possession of
the United States, or their political subdivisions, or the District of
Columbia.
1. Contributions to the Capital of a Corporation(sees. 118 and 36£ (c))

(1) HIouse changes accepted by committee
The House and your committee's bill provide that in the ,case of a

corporation, gross income is not to include any contribution to the
capital of the taxpayer. This in effect places in the code the, coirt
decisionss on this subject, It deals with cases where a contribution
is made to a orp "rationby. a governmental unit, chamberof conm-
merce, or other association of individualshaving no proprietary inter-
est in the corporation'. In many such ca e because the contributor
expects to derive indirect benefits, the contribution cannotboe called
a gift; yet tihe anticipated future benefits may also be so intangible tas
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to not warrant treating the contribution as a payment for future
services.

In a section dealing with the basis of property contributed to a
corporation both the House and your committee's bill provide that a
corporation takes a zero basis for contributions to capital by nonstock-'
holders.

(2) Changes made by committee
Your committee made only technical changes in the basis section

applicable to contributions to capital. This provision was made
applicable to acquisitions after June 18, 1954, instead of the effective
date of the 'bill. Also the committee deleted the provision in the
House bill indicating that the basis provision was not applicable in
the case of gifts,
J. Meals and Lodging (see. 119)

(1) House changes accepted by committee
Under present law meals and lodging have been held to be taxable

to the' employee unless they were furnished for the convenience of the
employer. Even in such cases, however, they would not be excluded
from the gross income of the employee if there is any indication that
they are intended to be compensatory. For example, under present
law it has been held that the value of meals and lodging are includible
in the employee's income, 'even where they are furnished for the con-
venience of the employer, if there is an indication that the meals and
lodging were taken into account in estabjiishing the salary paid.
The House and your committee has adopted provisions designed to

end the confusion as to the tax status of'meals. and lodging furnished
an employee by his employer. Under both bills meals and lodging
are to be excluded from the employee's income if they are furnished
at the place of employment and khe employee is required to meet
certain other conditions specified 'below.

(2) Changes made by committee
Your committee believes that the House provision is ambiguous in

providing that meals or lodging furnished on the employers premises,
which the employee is required to accept as a condition of his employ-
ment, are excludable from income whether or not fiurmshed as com-
pensation.,: Your committee has provided that the basi:''est of exClu-
sion is' to be whether the meals or lod ingare' frn ed primarily
for the convenience of the employer, (and thus excludable) orhwhether
they were primarily for the cnveienief of the employee (and thereforetaxable). However, inmdeciding whether they were furniished for the
convenience of the employer, tie fact that a Sta testatute6or an em-
ployment contract fixing the terms of the employment indicates the
meals or lodging are intended as compensation is not to be determina-
tive. This means that employees of State institutions who are required
to live and eat on the premises will not be taxed oni the value of the
meals and lodging even though the State statute indicates the meals
and lodging are part of the employee's compensation.
K. Subsistience Payments to S Police' Officrs (sec 120)

(1) Housechanges accepted by committee
The House and your committee's bill priovde an exclusion from

gross income not to exceed $6 a day for subsistence allowances paid
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to officers of a police department of a State, Territory, the District of
Columbia, or a possession. There is no comparable exclusion under
existing law. It is believed that thia exclusion is desirable because
State police officers are required to make frequent trips away from
their posts of duty. Under present law these expenses cannot be
deducted if the police officer is to use the standard deduction.

(2) Changes made by committee
None.

VIII. PERSONAL EXEMPTIONS

A. Earnings Test for Dependent (sec. 151)
(1) House changes accepted by committee

Under existing law a $600 exemption may be taken for a dependent
only if he has gross income of less than $600. Thus, if a child helps
to pay his way through school by securing part-time employment,
the parent is denied a dependency exemption if the child happens to
earn more than $600. Not only does this represent a hardship to
parents who provide most of the support for their children, although
the latter earns slightly over $600, but it also represents an inducement
for the child to stop work just before his earnings reach the $600
level.
The House and your committee's bill provide that the $600 earnings

limit for dependents is not to be applicable if the dependent is the tax-
payer's child and is under the age of 19 or is a student. The term
"student" is defined as an individual who is a full-time student at an
educational institution during 5 months of the year. An"educational
institution" is one which normally maintains a regular faculty and
curriculum and normally has a regularly organized body of students
in attendance at the place where its educational activities are carried
on. This excludes correspondence schools, employee training courses,
and similar institutions and programs.

(2) Changes made by committee
For the purposes of determining whether or not an individual is a

student and therefore may earn over $600 and still qualify as adeend-
ent, your comrnitfto has made , change in the Hocusebill. Asan
alternative to qualifying asa'full-time student at an educational institu-
tion an individual is considered As a student/under your committee's
bill if heois pursuing a full-time course of iistitutibiialfon-farm training
under the supervision of an educational institution or State or local
govexnmental unit. Your committee believes that those obtaining
practical training in the running of a farm are equally deserving of the
tax benefit provided here with those attending regular educational
institutions.
B. Definition of Dependent ((e'. 15)

(1) House changes accpted by committee
Under existing law a dependent is defined as an individual over

half of whose support is receivedfrom the taxpayer and one who
bears 1 of 8 specified relationships to the taxpayer.
The House and your committee's bill modify the support test in

two respects. It is provided that in thie case of 6hi.reent of the tax-
payer who are students, any schoIarships they reive for study at
an educational institution are to be ignored in applying the support
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test. This is believed to be desirable since a, taxpayer who is send-
ing his child through college, even with tihe help of a scholarship, is
likely to be incurring more expenses for the child than is true in the
case of taxpayers with dependents not in college.
Another problem is presented'in connection with the support test

where two or more persons supply the support of another individual
but no one can claim the dependency exemption because of the failure
of any one to supply more than one-half of the support. Sometimes
the contributors are able to vary their contributions from year to
year in order to qfialify one of them. In most cases, however, such
arrangements are difficult apd frequently all of the contributing group
lose the dependency exemption. Under both versions of theTill a
group of contributors may annually designate one of their number
to claim the dependency exemption where no one in thie group con-
tributed more than half of the dependent's support if all of the tests
with respect to the depefidency exemption (except'the' support test)'
are met by each member of the group; the person designated to
receive the dependency exemption has contributed more than 10
percent' of the dependent's support; and all other members of the
group who have contributed more than 10 percent of the support
have agreed in a written statement that they will not claim the
exemption for that year. .

The House and your committee's bill also modify the "relationship"
test of existing law. Many complaints have been received that the
relationships specified in existing law are not sufficiently' flexible to
allow for the various types of situations'under which taxpayers!'fre-
quently support'an individual in their home. This point is most
frequently raised in thecase of foster children'or children in the home
awaiting adoption. As a result both versionsof the bill provide that
a taxpayer may claim as a dependent an individual over half of whose
support he supplies; irrespective of the relationship .of such individual
to the taxpayer, if the individual has as his principal place of abode
the home of the taxpayer and is a member of the taxpayer's household,
A dependency exemption is also provided for cousins of the taxpayer,
whom he supports, who are receivihig institutional care: (required by
reason of a physical or mental disability) but prior to being placed in
the institution were members of the same household as the taxpayer.
At present individuals may not be claimed as dependents if they

are not citizens or residents of the United States unless they: Are
residents of a contiguous foreign country. Bothversionss', of the bill
expand this exceptiontfor'contiguous countries to'permit taxpayers, t
claim as dependents; individuals' wiho are not United States citizens
but are residents of the Canal Zone,' Panamai, and in certain cases, the
Philippines. For a resident of the Philippines to: qualify he must be
a child' born to or adopted by the taxpayer 'i the Philippines before
July 5, 1946, and the taxpayer must have been a, member, of the
United States Armed Forces at the time the child was born or adopted.

.() RChanges made by,cmmittee
No substantial changes.

C. Revenue Effect
It is estimated that the change in the earnings test and the definition

of dependents will decrease revenues' by $85 million 'in thefiscal year1955.
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IX. ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND CORPORATIONS
A. Trade or Business Expenses (see. 162)

(1) House changes accented by committee
At the present time corporations are allowed a, deduction for chari-

table contributions up to a linit of 5 percent of their income otherwise
subject to tax. In addition, they are allowed to take as business-
expense deductions contributions to charitable and other organizations
where tlie institution is to render a service commensurate to the con-
tribution. However, where no service is rendered, a business-expense
deduction may not be taken for amounts not allowable as charitable
contributions only because they are in excess of the 5 percent limita-
tion. However, in the case of individuals, there has been some
question as to whether or not a business-expense deductiOn can be
claimed for gifts (for which no service is to be rendered) which are in
excess of the percentage limitation applicable to individuals.
The House and your committee's bill inake it clear that the rule

presently applicable to corporations is also to be applicable in the
case of individuals.

(2) Changes made by committee
Your committee made no changes in the House provision.

B. Interest (sec. 163)
(1) House changes

The House provision which the committee deleted is described
below.

(2) Changes made by committee
Since interest payments are deductible under present law, admin-

istrative practice has allowed a deduction for carrying charges on
installment purchases if the interest element is stated separately.
The House added a provision permitting an interest deduction for
carrying charges on installmhnent purchases even where th6 interest is
not stated separately. The deduction in this case is limited to 6
percent of the average unpaid balance duo under the installment
contract during 'the taxable year.
Your committee deleted this new House provision because it did

not believe that it should encourage the practice of hiding the interest
charge imposed under some other name. Moreover, the House
provision is believed $undesirable because itcreates a presumption that
the proper intereSt charge is 6 percent. It:should also be pointed
out that tlie interest deduction itself is only available 'where taxpayers
itemize their deductionsd rather than using the' standard deduction.
Because only a small proportion Of the taxpayers in the lower. income-
tax brackets itemize their deductions, it 'appears unlikely that the
deletion of this deduction will effect a significant number 6f taxpayers
whose installmentts are' substantial. It is believed that the adminis-
trative complications of such a 4qduction outweigh its value.

It is estimated that your committee s daelotion of this provision will
save $10 million in revenue over the House bill ih the fiscal year 1955.
C. Taxes (sec. 164)

(1) House chAnges accepted by onimtie
Under present law,a taxpayer who buys real estate may be denied

a deduction for the focal property taxes which he assumes and pays
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if under local,law the seller of the property had become liable for the
tax prior to the date of sale. This occurs because the Suipreme Court
has held that the deduction for taxes depends upon the time when the
tax becomes a lien upon the property. If, for.example, :the tax lien
attached to the property:before the date of sale, only, the seller would
be allowed to deduct the tax for income-tax purposes, regardless of
the manner in which the sales contract allocated the tax between
buyer,and seller,' Thepurchaser would be allowed no deduction but
would include the portion of the tax he paid in the basis of the property.
To correct this situation, the House and your committee's bill pro-

vide that the purchaser and seller of real property a'e to each' claim a
deduction for that part of the real property tax which is proportionate
to .the number of months in the property tax year 'during which hli
held the.prop'drty, This provision applies whether or not the parties
to the salactually apportion the tax. A special rule extends the
benefit of this provision. to cash basis taxpayers.

(2) Changes made by committee
Because your committee amended section 461. (c), to make, the

accrual of real property taxes over the related period elective, section
164 has been amended to .provide a special rule,:which will make the
apportionment of real property, tax. between buyer and seller in-
applicable in cases where either of the parties is-an accrual basis tax-
payer who has not elected under section 461 '(c). In' addition, your
committee has amended section 164 't permit the deduction of taxes
assessed by special districts for debt retirement and capital purposes.
To be deductible, the assessments must<. be levied annually at a uni-
form rate on the same assessed value of real property: in the district
as is used for purposes of the general local property tax; the district
must include at least one complete county; and the tax must bo levied
with respect to at least 1,000 taxpayers.
D. Theft Losses (sec. 165 (e)) .

(1) House changes accepted by committee
The regulations under present law indicate that generally ordinary

losses can be taken. only in the year' in'which they; are sustained; In
the case of embezzlement and other theftilosses, however, the taxpayer
may not fihd out about the loss until' thel statute of limitations has
run for. the year in which' the loss was incurred. ..:, ..,

Th'e .House and your committee have'adopted a provision which
provides that theft loses can be deducted in the year in which the
taxpayer discovers the loss, and only in that year.

(2) Changes made by committee
None.. ; ... . .

E. Losses on Secriities in Atfiliaied Corpoidtiaons (sec, 165 (,)
(1) House changes accepted 'by tCSimt.e;

Present law provides. tha.t;p arenC.r?.ortinr-
nary loss.on worthless stock,or'seturiti.,:e4, i. a':subsidiary' 95 per-
cent of the stoik of wlichJit ownstif;90 percent1oi.more of th ss
income of6 the subsidiary for., al.l years is d edfr , sources, other
than rent, royalties, and/,o he;'muiyestmehnt, ..ino i . -

-Applying this 90 percent tet on thebasmt of odgr income.:wnlich
is.after the deduction of thecost ofgoods od, meas that a' de n
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in the gross profit margin (or a loss) may reduce non-investment-type
income to less than the required 90 percent.
For this reason the House and your committee have amended this

provision to permit ordinary loss treatment if the subsidiary company
derives 90 percent or more of its "gross receipts" from non-investment-
type income. However, in the case of the sale of stock only gains
are to be included for this purpose. Since "gross receipts" is before
deduction of cost of goods sold, the change makes this provision
somewhat less restrictive.

(2) Changes made by committee
The House bill also reduces from 95 to 80 the percent of the stock

which a parent corporation must hold in a subsidiary in order to take
an ordinary loss on worthless stock Or securities of the subsidiary.
The report of the House committee indicates that this percentage was
reduced in order to conform it with' the change made in tle general
affiliation requirement which must be met if two or more corporations
are to file a consolidated return. As will subsequently be explained,
however, your committee has restored the 95-percent affiliation require-
ment for the filing of consolidated returns. Because of that your
committee has also restored the 95 percent requirement for ordinary
loss treatment on worthless stock or securities of a subsidiary.
F. Bad Debts (sec. 166)

(1) House changes accepted by committee
Under existing law, business bad debts may be deducted in full.

Nonbusiness bad debts of an individual, however, are treated as
short-term capital losses which can be deducted from capital gains
but in the case of ordinary income are deductible only to the extent
of $1,000 (although there also is a 5-year carryover).

If a debt at the time it becomes worthless is not directly related to
the taxpayer's trade or business, under present law it is treated as a
nonbusiness bad debt. This rule is applied even though th6 debt
was related to the taxpayer's trade or business at the time it was
created. For example~ a taxpayer is not permitted to treat: as a
business bad debt which' is fully deductible,; an; account receivable
which proves uncollectible after the taxpayer has gone out of business.
The bill eliminates this harsh treatment by permitting the taxpayer

to deduct as a business bad debt an obligation which becomes worth-
less, whether or not it is directly related to the trade or business at
that time, if it was a bona fide business asset at the time it was created
or acquired.

(2) Changes made by commidee
Your committee has removed the provision in the House bill which

denied a bad debt deduction in the case of mortgage foreclosures
covered by section 1035. The treatment of foreclosures is discussed
under that section.
Your committee aolo provided that business bad debt treatment will

be available where a noncorporate taxpayer, whoh va the endo6 'r
(or guarantor or idemnitor) of the obliatio4n of'nother? required
to pay ther's debt (and' cannot ollet tebtitom' th debtor).
However, this treatment is to'e available only where the. debt rre-r
sents money used in the other peon's trade or' business : our
committee believes that this treatment should: be available in such
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cases since in most cases debts of this type usually are incurred
because of business relationships.
G. Depreciation (sec. 167)

(1) lHouse changes.'accepted by committee
Your committee accepted, with some modifications, the basic provi-

sions of the House bill liberalizing depreciation allowances, primarily
through the extension of the use of the declining-balance method at
double the corresponding straight-line rate, applicable to new property
acquired or constructed after December 31, 1953.
The House bill provides for 'a liberalization of depreciation with

respect to the method of 'allocating the depreciable cost over the years
of service. .....

Depreciation allowances computed under any one, of the following
methods are to be considered' reasonable for new property acquired or
constructed after December 31,.i953:

'.(1) The'straight-line method allowable under present law.
(2) The declining-balance method, using a rate not in excess

of twice the'straight-line rate. 'Under this method 'a uniform
percentage is applied to the unrecovered basis of the property.
Since the basis,of a particular property is constantly reduced by
prior depreciation, the percentage i applied. to a constantly
declining balance. The depreciation allowances under this
method, therefore, are considerably larger 'in the early years,of
the life of a property than those resulting from the straight-line
method. The declining-balance method depreciat'es 4'0 percent
of the cost of an asset in the first quarter of its service life and
two-thirds of the cost in the first half of its life.' . .

(3) Any other.method 'consistently applied sQ long 'as the
accumulated depreciation .allowances for a property at the end
of each year do not exceed the allowances whjch 'would have
resulted from the use of the declining-balance method: described
above. Alternative methods which would be considered reason-
able would include thbse based on units of production 'or a
combination of straight-line rates,."

The liberalized depreciation methods provided in the' bills' areato
apply to all types of' tangible depieciable'assets,' itduding:farm
equipment machineryy, and' buildings, rental housing, iAnd industrial
and commerciM buildingsBa well as machinery and equipment.' They
are limited, however, top-roperty n'ew i.use and therefore never before
subject to depreciationalIo ances. :

The 'bill limitsth application of the'liberalized'depreciation: methlo'ds
to new: assets acquired after the' effective date of the bill primarilY
as a means :of miimizing: transitional revenue losses asid obtaining
maximthin incentive effect. 'The application, of i4he new*mtethodsi to
usedpropertyy might artificially enci:urage transfersrand exchanges of
partiallydepreciated assets .!motivated only. by-,tax considerations.
The stimulus to, investment through lleiS;iSzed 'depreciAtion is'most
imports"nt withinspect .'th' creaion'of new asets.: Moreover,- the
reality'6of fasterd"preciationWin the early years is generally greater in
the ca6- of ew thanued-property.,u` ' ; ;- '-:;j;'
The liberalied declinlg-blance method' included in the bill con-

centrates deductions in thief ealy years' of service anid restlts* iiii
timing 'of allowance more'in accordwi'ith 'the actual pattern of'o1
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of economic usefulness. With the rate limited to twice the correspond-
ing straight-line rate and based on a realistic estimate of useful life,
the proposed system conforms to sound accounting. principles.,
More liberal depreciation allowances are anticipated to have far-

reaching economic effects. The incentives resulting from the changes
are well timed to help maintain the present high level of investment
in plant and equipment. The:acceleration in the speed of the tax-free
recovery of costs is of critical importance in the decision of manage-
ment to incur risk. The faster tax writeoff would increase available
working capital and materially aid growing businesses in the financing
of their expansion. For all segments of the American economy,liberalized depreciation policies should assist modernization and ex-
pansion of industrial capacity, with resulting economic growth, in-
creased production, and a higher standard of living.

Small business and farmers particularly have a Vital stake in a more
liberal and constructive depreciation policy. They are especially de-
pendent on their current earnings or short-term loans to obtain funds
for expansion. The faster recovery of capital investment provided
by this bill will permit them to secure short-term loans which would
otherwise not be available.
The House bill also contains a provHsion which your committee has

accepted for removing sources of irritation and fruitless controversy
in administering' depreciation policy. It provides that where the
taxpayer and the Internal Revenue Service have agreed in writing to
a rate of depreciation to be applied: to a particular property or to a
group account, that rate will continue to be appropriate for tax pur-
poses until' such time as evidence 'is produced which was not taken
into consideration when the agreement was made. The burden of
proving the evidence rests with the party initiating the change in
rate. When the necessity for a change has been established it will
be made only prospectively.

(2) Changes made by committee
Your committee has adopted a number of changes and modifications

in the House bill provisions in. the depreciation area designed to meet
problems and criticisms described below.
One change made by your,committee removes possible uncertainty

as to the status of other methQds not specifically set forth in the bill.
Some believed the House bill precluded depreciation allowances which
have been acceptable under present law or might be proved reasonable
under present law. There was apprehension, tfat otherwise,reaon-
able deductions might appear to be denied by, the: provision limiting
the :accumulated allowances to the total provided under the double
declining-balance stystom. To meet this criticism and aWsure tax-
payers that the bill will not operaooto cut back their allowances
below present law, your committee has made changes indicating that
nothing in the new treatment is to be construed as limiting.or re-
ducirng an allowanCe otherwise allowable under the general provision
for reasonable depreciation allowances. a;;,;,.; .' ; i
An important change made' by your committee liberalizes the treat-

ment of unrirecovered cost at endiof semice:life., Aicharacteris.ti
feature: of the proposed 'dedlining-balance method 'under,the EHouse
bill is 'that it leaves an unrecovered portion of some 10 to 13 percent
of cost at the end of service life. In computing the deduction .undor
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the declin'ing-balance rithqd,- the depreciation rate is ,multiplied by
the entire ,urecoveco.tiotheente,a ot, , Wlhile no spiffic set-asideis
made at the end of usfl life; this procedure automatically leaves an
unrecovered resdual' at; the ,end of useful life whiola in some ase
may, represeAt, an: unrealisticuyy bjigh. estimate of saWage. value.
Where the asst, is a; single item the amount 'unrecovered,'an,be
deducted asset is soldl,,abandoned;,:With respect
to a group of;jtems, such ass,.chines,,if a taxpayer maintains records
of his. depreciable assets by year of acquisition he may deduct .the
entire remaining unrecovered, cost iof a given' year's,acquiiitiiohn at'
the time of retirement of the last surviving unit. .f the taxpayer
does not avail himself iofis procedure, he would recover the 10 to
13 percent rei.duat gradually over a 'long period of years subsequent
to the endof the service life :' :, !. :.; .:. :, , . , ' ;.. ;.,
The unrealistically highsalhvgevalue at end of serve ce life is also

reflected in a' relatively- low level: of''a'ilatd' allowances during
the last third :6f service life. This limitifig 'feature of the :declining-balance method .lessens, its attractiv4qess.. Moreover, since the
accumulatfd allow nces' under the'declxii'gi-balanfebI mithbd Hiit the
amount'alloable under other methods; this imposes a it.ajlcket on,
the use.of other methods such as a combination of different straight,'
line rhtes nt 'diff6rensh's'tiag' of;desiMe'rifce' S other methods 'may
not provide as mucjd'epreciationin 'the Warlyears'.as the deciniig-'
balance method bdt will insure tihe 'ii6bvey 'of costs"abbv the
realistic salvage value at the'enadof'sel1ehio ''-- '

'; ;'
It seems unfair to delay thewAritooif'asfi ifiiiait'oio of'cost

in the manner Tbres,bedby the 'Hoe bil, This dag' on :sti
overy, due to the automatic, sidual tinder the.dimtiismimg-balance'system y6ould'Paitinlly,il4ia'aititg/ i f,itUi&tatdti'eto'

soime taxpayrs, and' weaken 'its effec"iVe'' tiiulis:'liivient.3
Since thleaccufiulated 'alloahces ;undet the'declgili ni ethod'
serve as a standard forother eligible ithdds, 'the unreiahitically hikh'
salvage value'may thus' retnct the use i'of. othrwise' cStible
methods, : :' " -" X

To6 deal *ith' hisprobl! m ,'aid Pennitcreate.'flexbihityAfdepred'
ciation,; your committee has adope _"two' ecifiO'x'erdidfeninOioe'
liberaliies the provision of' the Hou' billwhhich liiditaacUiaiula~,,
allowanie 'underbothe:f;ab! " d ti'.i'mti6ds: ito thi,
amount of allowance which woulq havyq resuted iider.the declinir^t
balancei`'eth'd.-o This. aofiedb'h pbl 'h'% "ifofi6lo di g
the first-1t'o-thirds of service lifel' .Thishoild i iiidi
othe metlids wich pen t llamotizati i te lt ers
of a pi'pertY's life of e:efit 6 ti' eVe 1isti6 lue
The other amendnieint' allows, tXp a*ajli!the:'Wijof the'

decli in-blaln method,an o ptionItb i
:sm Btkig llui be i,

tionat anviW* in thebeli of a t The e w ld
be based on th6ral'Btict ateima of'iaimnlibejiri:at,the tie of the switch. Moreover,:the rte would threafter;be
applied ithe de'piated bilal 6f thlie;fcoi at the'tii'eofr'i,

ye-tifi dti6'esitiioffit~: 1tiii as': {tl'be li in'tl 'ini^i
'l' i[j. f [;'ft'.: ,'F'?3l-

--.~" ; ,-i. i;- ^.-1.t ."t
. :?; *. i,Ma-4

27



INTERNAL -REVENUE CODE OF 1954

balance method, with some differences which diAqualify it under the
House bill. This method is difficult to reduce to a brief formula but
consists of the application of varying rates of depreciation, which ate
lower each year, to a constant balance in the property account reduced
by estimated salvage. The rate for any year consists of a fraction, the'
numerator of which is the number of the year taken in reverse order
and the denominator of which is the sum of the'numnbers representing
tlho remaining years of life. To illustrate, in the case of a property'
with a 10-yoar life the rate of depreciation the first year would be 0,
10 being the number of the year in reverse order and 55 being the'sum
of 1+2+3+4+5+6+7+8+9+10. The rate in thesecond year

9 1would decline to ~-7 of the cost and in the 10th or final ybar to r.

Taxpayers have expressed considerable interest in having tlhe sum-
of-the-years' digits method available as an alternative;accounting
procedure. This Would permit them'to 'obtain essentially. the same
results as the declining-balance method without being 'bound by the'
automatic 10 to 13 percent salvage value characteristic ofthe declining-
balance system.

.

To permit the unquestioned use of the sum-f-the-years' digits
method, your committee has allowed it as a specific exception to the
general rule'limiting "the accumulated allowances to'those which'would
result under the declining-balance method.
Your committee has eliminated the "10-percent lewaiy" rule pro-

vided by the House bill, designed to assure a specific zone of adminis-
trative tolerance in the determination of service lifo. Under this pro:
vision, the Internal RevenueService would ntbe permitted to disturb
a depreciation rate unless the corrected rate differed by more than 10
percent from the useful life uses by the taxpayer.' It appears that
this provision would be considered inadequate and unsatisfactory by.
some taxpayers, and might be a substantial source of misunderstand-
ing andd istortion, The practical effect of eliminating this' provision
in assuring flexibility in administrative policy should not be great
since policies already announced by the Internal Revenue Service
under recent rulings should afford taxpayers freedom from annoying
minor changes which would disturb the original estimate of service
life.
Your committeeuias also adopted a number of miscellaneous minor

and teclinical amendments listed below.
(a) Use of different'methods of depreciationbyi the.same tazpayer.-It

is not entirely clear thatunderthe House bill different methods of
depreciation may be applied'to different properties or dfferentclasses
of property in the hands of the same taxpayer. Your committee has
made changes to clarify the bill in this regard to permit.the consistent
use, of different depreciation methods appropriate to different classes
of assets.-,big'

(b). Treatment ofconstrudito'nin process on vJanuaryI1,1 4 .-Ti
House bill providesthat in the case of property under constriction!i Jr
the taxpayer on January. , 1954, the new.depreciation''iethodsi'ae to
apply only to that portion of-costsi curred subsequent to, 195 ,T s,
discriminates against thsetaxpayer who. conducted theirico structio
himself as compared with a taxpayer who purchased a new building
after December 31, 1953, which was still in process of co'nStr'cti'bnon
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that date. iMoreover; this povisiongies rise todifficult adnids
trative, problem, nAdetermining; the portion off.ost' i curried after
December 31, 1953. Your committee has eliminated' the limitation
as to the use of "the liberalized methods on'only theb&portion. of oon-
struction costs incurred after December 31 ,1953. This amendment
would permit the entire cost of construction to be depreciated under
the new.methods if completed and first put into use after December 81,
1953. ; i.,.- i,.,,i, ; .,,. '"'.:::!l!'; ..1 , ;'; - , '. -'

(c) Restrlction of declining-balance rate on shor-lived aosets.--The use
of the 200-percent declining-balance rate in' the case of' short4ived
properties would result in extremely fast wtoffs, .For example, in
the case of ,a aset with a 2-yaarservi9 ,'fithedoubling of ',50-
percent straigl t inrate W9uld D, equiv.lept t eexpensp g ie cpt
in the year of;acquisitioq,,. seppopertie WQl ,,m, ubstantial
value and could,pre.soli sulJect to c~p.tal gw rates. ,,,
To preventiunrealti!c dedu6tio ,.a^ldultmg ,'; yoidance, yoir

committee has r',oyided'i't',th.eliberalizedmeh6ds,b,tmadeaval4-
able only twi respectt., assetsA i.lth',useflivesT, f;of oqrwore years,

(d) ectwadl amendmen;t relating' to,depre. iwionmovemente, of
mines.-Due& to faulty cross-referencig under 'the Housi bill, the
liberalized depreciaiqn systems are not de.tende4to depreciable nmine
improvement,,,,. OU .mmnttee has aaIop.ted a t'teal amendment

It isbestiatedit:at thedefmi.gblsanacdepreclatmon ofthis iUam
amtiended by youricqmjnp tpe wll result, a yerynue los.of $400
mifion in the'jfis(calyer.19 5,' , ;,; :t, ,, .i, , ,,
H. Charitable and, Similar contribution* (sec. 170) ,. .i ;

:(1) HoLse changess deeeittd '. commttde', '': ,; '

The 6sebillai'th ecHie a th ' tabecontibution'uiintfor inddaias
from ,20 perce'nil.t06i'ente Of adjusit 'greidmomA bittAhie
10 percent.i:r!beit& conbiiionis to .
educatibhal"ititutii'ahfpiial,',d-is^ ihd'o i/bfi'tio bf:'
churches. Th'e' Houseo bill lso indicates that sthais ditional exemp,
tion is to be available in the, ae, f religious d dicated
below, this partioula ph e isremodp, y'oi comtt' ill,: e
term educationlsttuVi f ramazation whi
normally n'ai tainsm: regl! f./cu;lty an4 prpcu:u, and normal, '

where tseducationatic ti b ons:
be,A'~.iN,,':-.t',.ei"t'-,.It'.'Y&..,,be ~+ai^jOj0IiN J

tiacco. , :r to,ier uA^ o w
obatag , e, e
and the relativelvlow rateof return thev are receivm on ,me.

'TV- 6*J-1X1;:.^i1jo. '. :_'. (i,n.! ;%,
' ]fil' '

.

P.IMA,,'- .., <.:.:. :

N ~i;''2O
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adjustment in his income. The House bill adopted a provision which
will ignore the net operating loss carryback in applying the percentage
limitations.
At present the 20-percent limitation on charitable contributions

does not apply where the combination of the taxpayer's charitable
contributions and income tax in the current year and in each of the
past 10 years 'equals 90 percent or more of his taxable income. The
House considered this unduly strict and provided, therefore, that this
90-percent test need to be met in only 9 out of the last 10 years.
Your committee has further liberalized this interpretation.

(2) Changes made by committee
Your committee's bill extends the deduction for. charitable con-

tributions beyond those allowed tiider present law to contributions
made to nonprofit cemetery aid burial companies.
For purposes of determining the applicability of the 20 percent

limitation on the deduction for charitable contributions by. taxpayers
whose contributions combined with their income tax exceeds 90 percent
of tlieir taxable income, your committee further liberalizes the House'
action by providing that this test need be mot in only 8 out of the
last 10 years.
Your committee understands that "church" to some denominations

includes religious orders as well as other organizations which, as
integral parts of the church are engaged in carrying out the functions
of the church whether as separate corporations or otherwise. It is
believed that the term "church" should be all inclusive. ,To retain
the phrase "or a religious order" in this section of the bill will tend to
limit the term and may lead to confusion in the interpretation of
other provisions of the bill relating to a church, a convention or
association of churches., Accordingly, your committee believes that
the section of the bill will be clarified by this amendment.

It is estimated that the charitable contribution provision contained
in this bill will decrease revenues in the fiscal year 1955 by $25 million.
I. Amortization of Premiums on Callable Bonds (sec. 171)

(1) House changes accepted by committee
Under existing law, a bond premium may be amortized with

reference to the amount payable on maturity or on earlier call date.
In the case of bonds with a very short call feature, such as those
providing for call at any time on 30-day notice, th6 entire premium
may be deducted in the year of purchase.

This provision has given rise to tax-avoidance opportunities.
Substantial bond issues have been made subject to a 30-day call,
perihitting the purchaser to take an immediate deduction for the
entire premium against ordi'ary!income. Where the call feature is
nominal or. inoperative this: perniits a deduction for an unreal loss,
since the market value of the bonds ordinarily remains fairly stable
over considerable periods. The bonds may then'be resold after 6
months subject to long-term capital gain treatment. The writeoff
of premium thus affords a gratuitous tax saving, equivalent to' the
conversion of a corresponding amount of ordinary income into capital
gain. This process may be repeated indefitely ,

To curb this type of abuse, the House and your committee's bill
provide that the premium on callable bonds may be amortized tot e
nearest call date only if such date is more than 3 years from the date
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of original issue of the securities. This provision will apply only to
bonds issued after January 22, 1951, and acquired after January 22,
1954. '..

The Januar, 22; 194, date corresponds to the date of announcement
of this action by the House' committee This effective date limitation,
together with the' exemption of bonds issued prior'to the' 3 preceding
years, will prevent unfair retroactive application of the provision to
previous investors or 'long outstanding issues. The proposal is' also
confined to bonds having a call date within 3' years from the original
(late of issuei- in Order. to avoid 'disturbing market effects on issues
bearing an original long-call date' as they approach or come within the
3-year period prior to possible call.

(2) "'C'nes made by committee
Your committee made two changes in the House provision relatig to

the amortization Qf premiums on callable bonds. It made the new
House provision inapplicable in the cse oftax-exempt bonds which
restores present law treatment for such bonds.: It,[also provided that
where one of the bonds, to which the new House provision applies,actually is called prnior to its' maturity date that the 'taxpayer may in
that year take as a deduction against ordinary income the remaining
unamortized: premium.
The first of these two changes by your committee stops an inadvertent

loophole created by the House provision. By denying a writeoff of the
premium from the date of purchase tot'ie date of call in the case of
bonds' with a short'call date, the House bill alo,'reducesthe downward
adjustment to thedbasisof the bonds. In. the pase oft able bknds this
smaller initial basis adju'itmnent is o0efi by a, smaller initial deduction
againstt income or, premium amortizati.on, Howpever,- since ,thbe
premium may hot be amortized aains's taxable min(eme in the cas, of
exempt bonds there'is no offset in tlis case to the smaller initial basis
adustnient. Should the exempt bonds'b6 called at an early'date the
holder of t'he 'bond would realize, a' fictitious loss1 for ita pur'opes.
The secoi.nd amendment made. by your .committee in effect allows

ordinary, rather than capital, loss treatment in case of bonds with a
eall date of 3 years or, less whicH are called prior to maturity. WhTere
the cail feature 'actually is used, tNeresems to bhe no justisfationfo
denymng.such bonds ordinaryl os treatmenti- theyear ofcall singe
in the case o mnst bondsit is psslbh e to take a :qeducton against
ordinary income over the life of the bond equa to t e amount'o'anr
premium. - . ' - "

J. Net operating Loss88 Deduction (see..172), *

(1) Homse changes accepted by commit;e
Under, present;law a net operatinglos may be o'set t net

income:oof other years yy, e ,:sof a?t1y'" c ybf'ac
_

a ap ea_
caryforward. The House hdested t,.peh6 for thecarhipackto 2; years.,' This,;i combination .with'th'e ,'y,.o"r.a'd p/
vides a, t'ta ispan8of 8.'y'erforabsorbi_-:g' ' ,,;',.

alsoniodf tl en]^tlw i4 cojiipputixgthe SoiO4D

are made- arrivig at beraount etmrinied to be t.he n/.peratu,.loaH6oI.,th uslourtec r ..0-
by the,ta tyerth es ' of pentage; or io r deplo
oV xcowt dpiobt, the ocessof nontrade or'ioniness deduo3
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of taxpayers other than corporations 'ver gross income from such
sources, the excess of capital losses of taxpayers other than corporations
over capital gains, and the deduction with respect to long-term capital
gains for taxpayers other than corporations. The corporate dividend-
received credit is also of no avail to the corporation utilizing the loss
carryover since the credit is limited to 85 percent of net income, and
is tnhus wiped out in a loss year. Under the House provisions, the
adjustment for tax-exempt interest would no longer be required and
thlus would serve to reduce the net operating loss.
Under present law, essentially the same adjustments that are made

in computing a net operating loss for a year, with the exception of thlie
one relating to nontrade or nonbusiness, expenses are likewise made
in tlhe year to which the loss is carried before such loss may be applied
against taxable income. Thus, if a 1953 loss were caied back to
1952 to be applied against 1952 income, any excess bf percentage
depletion over cost depletion with respect to 1952 in'i'ffect would
first beo used to reduce the 1053 loss carryback before it could be
applied as a deduction against 1952 income. In addition, present
law provides, in the case of a 'corporation ,'for 'a similar adjustment
in the year to which the loss is carried lforithe dividends received
credit in that year. Tlioe loss carryback in effect thus is likewise
reduced by the portion of the intercorporate'dividends received tax
free before such loss is applied against taxable income. Uide'r the
Houiso-bill, howevert no adjustments are made in the year to which
the loss is' carried prior to computing the amount of the net operating
loss deduction . The net operating loss deduction thus will be simply
the sum of all the net operating loss carryover and all the net pperat-
ing loss carrybacks to the taxable year, Certain adjustments (not
including any adjustment for tax-exempt interest) will have 'to be
made, however, in determining the income for any year which must
be subtracted from a net operating loss to determine the portion of
such loss which will still be available to carry to a subsequent year.

Presently the net operating losses wthich'may bo deducted by a tax-
payer other than a corporation are limited' to expenses or' losses in-
curred in operating a business. But'the loss on a sale of all or part of a
business or its principal assets by an individual has been held 'to 'be not
includible in his not operating' loss on the grounds that such a sale
was not attributable to the "operation" of a business. The House bill
permits taxpayers other than corporations who sell a business or cer-
tain business assets to include as part of the' net operating loss for the
year any loss sustained on the sale of business assets. Your com-
mitteb has accepted this provision.

(2) Changes made b'committee
Your committee bill further modifies the metlodfor computing the

'net operating loss by'/permittitgilnclusion in"the loss to be carried'over
(a) the' excess of perceitige depletion over cost depletion and (b) 85
percent of dividends received' from dAomestic corporations. This is
done, first, by eliminating the requirement in the -Houise bill -and
present law of an adjustment for excess depletion ini thelosgyea, or
any subsequent year from which a loss is carried. Second, orpir-
poses of the net operating loss, the taxpayer jspermitted the deduction
for dividends received computed without the limitation of tie later
relative to total' netincome. Thus the taxpayer'wh utitlizs the net
operating loss' deduction will have the fuuU benefit not only of 'tax
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exempt interest, ,as under: the House bill, but; also of all percentage
depletion and of 'dividend received deductions! These chances will
lessen the differetices in tax treatment, of firms with fluctuating apd
those with stable indmes, . . -

It is estimated that the not operating loss provisions amended by
your committee will decrease r6venbes m the fiscal year 1955 by $120
million.
K. Research andErperneneiditure8 (sc. 174)

(1) House changes accepted by committee
No specific treatment is authorized by present law for research'and

experimental expenditures., To the extent that they- are ordinary and
necessary,they are deductible; to the extent that they are capitalini
nature they are to be capitalized and amortized' over useful litf.
Losses are permitted where amotmts have bden capitalized in coinnxec-
tion with, abandoned .projects,, and' recovery through' amortization is
providedvwfhere the useful life, of 'these capital items is' determinable
as in the case of a patent. However, wheie projects are hot abandoned
and where a useful life cannot be'definitely determined, taxpayers have
had no means of amortizing research expenditures .

To eliminate uncertainty and to eCrouragetaxpayers to carry on
research and experimentation the H9,use and your commitfeq's bill
providenthatthe.eeexpenditures,incurred, s equent to December 31,
1953, may, at the option of the taxpayer, be treated as deductible
expenses. It also. provides, that a. tpayer, may, elect; to capitalize
such expenditures andlif no other meansyof"mortization is provided,
may wrtoe them off over a.perioo ofnot ls, than 60 months, beginning
with thewmonxh inj ich benefitsartefir raled, ;
The tax tre'atntfor? these' expendltuires, o'0ce adopted, must be

adhered to consistintly] unless approval for; a change (with respect to
all -or a-p.rI of such expenditures) has been obtained from the. Sere-tary or is delegat. '

',;; i,
'

These options do not apply to expenditures for land or for depre-
ciable property- used in experiment#tipn work. Also excluded are ex-
ploration expenditures incurred for. minerals, oilf or gas which are
presently provided for under other provisions.

(2) Changes made by committee
None. - - ' ' -

L. Soil and Water Conserva&ton' EpendiWres (8ec. 175)
(1) House changes accepted by committee'

Under present law expenditures :made by farmers to improve their
land re, generally required to; be capitaiz6d rater than deducted as
current expense e,cpitalized .ependi ieprereasethe farmers'
tax basis,'for the lai anff Ai . recoverale1for, 'axP'.rpses ipon sale
of the land. H ..i'aj Coi.hias:heldth:su'.i".
expenditures, fothemt.irrci,, fa8:a, zay.".arda W -

nance costs and, hence, be deducted as.current expere. j,, i,. ,,The [lute bill perzi~,farmere ~to,e{ ti: 4e.;,rmier. an
cap talieZe^(&ef q and wateconservation, ad for an
prevention and'eroion/ mirespeoruediw4mgp Te
expenditures include: those for the tieatIe or mno g o earl,
such as leveling, grading, and 'jte h'in-ikonhtoUr wing;the con-
etruction of diversion channels and drainage ditches; controliand
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protection of watercourses, outlets and ponds; eradication of brush;
and planting of windbreaks. These expenditures do not include the
purchase or construction of facilities, appliances, and structures made
of concrete, metal, and so forth, and thus subject to allowance for
depreciation.
The deductions for soil and water expenditures for any 1 vear

are limited, however, to 25 percent of the gross income derived from
farming. In any year in which actual expenditures of this type are
more than the maximum deduction permitted, the excess of these
expenditures may be carried over to following years.
The deduction for soil and water conservation expenditures is also

limited to land which, prior to or at the same time as the expendituress
for soil and water conservation are made, was or is used in farming by
the taxpayer or his tenant.
Taxpayers must decide whether they are going to expense soil and

water conservation expenditures in the first year after 1953 in which
they have such expenditures, and must continue this policy with
respect to subsequent similar expenditures unless they receive per-
mission from the Secretary or his delegate to make a change.

(2) Changes made by committee
Amendments were adopted making it clear that the provision applies

to earthen dams not subject to depreciation and to the construction,
as well as the control and protection, of water courses, outlets, and
ponds.
Your committee also made the provision applicable for expenditures

by farmers to satisfy special assessments of soil or water conservation
districts to defray expenditures made by such district which would be
deductible under this section if made directly by the taxpayer.
The House bill also provided that any expenditures in excess of thle

25 percent limitation should be added to basis until such time as they
become deductible in a future year to which carried. Your com-
mittco omitted this provision as being unduly burdensome for tax-
payors.

It is estimated that the soil and water conservation expenditure
deduction permitted: by this bill will reduce revenues in the fiscal
year 1955 by $10 million.

X. SPECIAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS OR
CORPORATIONS

A. Expenses for Prodvetion of Income (8ec. i12)
(1) House changes accepted by committee

Existing law allows an individual to deduct expenses connected
with earning income or managing and maintaining income-producing
property. Under regiiulatioDnscosts incurred in connection with con-
tests over certain tax liabilities, such as income and estate taxes,
have been allowed, but these' costs have been disallowed where the
contest involved gift-tiix liability.
A new provision added by the House and approved by your conm-

mittee allows a deduction for expenses 'connected with determination,
collection, or refund of any tax liability.

(2) Changes made by committee
None.
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B. Medical, Dental, and Simildi Expenses (sec. 1i3)
(1) House changes accepted by committee

Present law allows the deduction of medical, dental,: etc., expenses
which are in excess of 56 percent of adjusted gross income, and any
outlays for drugs and medicine may be included in "medical expenses."
The maximum medical expense deduction allowable under present
law is $1,250 for each exemption but with an overall limit of $2,600
per return or $5,000 in. the .case of a joint return. ....

Several problems have been raised in connection with the medical-
expense deduction. There is general agreement that limiting the
deduction only to expenses in exCess of 6 percent of adjusted gross
income does not allow the deduction of all extraordinaryy" medical;
expenses; Also, in many cases the,maximum limitation has created
a hardshipj,by. preventing the deduction of. large medical expenses
actually incurred, In addition, it; has -been the practice of many,
taxpayers to deduct amounts spent for pharmaceuticals) ,which in
many cases are not properly classified as medical expense items.,
The House and your committee's bill make three major changes

in this provision to meet these problems: They allow medical ex-
penses in excess of 3 percent of adjuted gross income to be 'deducted,
instead of only those in excess of 5 percent; 'outlays for drugs and
medicines may be included in "medical expenses" only to the extent
they exceed 1 percent of adjusted gross' income; and ,the maximum
limitations are raised from $1,250 to $2,500.per exemption, and the
overall limit per return is raised from ,$2,500 to $5,000, or, in the
case of a joint return from $5,000 to $10,000. For a head of household
the overall limitation is raised from $2,500 to $10,000.,
Other changes in the Hoise arid your committee's bill allow the

expenses;of a last illness to be dedtiucted on the final return of a de-
cedent even if paid after death, A new definition f "medical ex-
penses" is provided whibh allows the deduction of only' transportation
expenses for travel prescribed for health, and not the ordinary living
expenses incurred during such a trip.
The reduction of thelower limitation from 5. to 3 percent and the;

doubling' of the maximum deductions would involve, a revenue loss.
of $125 million in the fiscal year 1955, but with the limitation on drugs
and medicine this loss is reduced to $80 million.

(2) Changes made by committee
None.

C. Child-Care Expenses (sec, 214)
(1) HOuse changes accepted by committee

The House :bill provides a new deduction for child-care expense:
paid by a working widow, widower; or divorced personor a working
mother whose husband is incapacitated., The deduction' is limited to;
actual expense up to' $600, paid for the purpose of .permitting thi,
taxpayer tho follow ia gainful employment. Expenses paid. t a person
who is o depeind6nt of the taxpayer may not be deducted i. A indi-
vidual deducting these .expenses may not use the standard deduction,

(2) Changes made by committe:e . .i. ; i
Your commit acceptss ,the principle of the new; deduction pro-

vided in -the House bill. but substantially liberalizes it with the/
following changes:
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(a) The deduction is allowed to a working woman or a widower for
expenses paid for the care of any dependent who is mentally or phys-
ically incapable of caring for himself.

(b) The deduction is allowed with respect to expenses for the care
of a child under 12 years of age, instead of under 10 years.

(c) The deduction for child-care expenses may be claimed by a
working wife provided she files a joint return with her husband.
However, the amount of the deduction allowed is decreased by the
amount by which the combined adjusted gross income of the husband
and wife exceeds $4,600. Thus, no deduction is allowed where the
combined adjusted gross income is $5,100 or more.
The House bill provided this deduction because it was, recognized

that a widow or widower with small children must incur child-care
expenses in order to earn a livelihood and that these expenses, there-
fore, are comparable to an employee's business expenses. Your
committee's action in extending the deduction recognizes that similar
financial problems may be incurred by taxpayers'Who if they are to
be gainfully employed, must provide care for physically or mentally
incapacitated dependents other than their children. Moreover, it
is recognized that in many low-income families, the earnings of the
mother are essential for the maintenance of minimum living standards,
even where the father is also employed, and that in such situations
the requirement for providing child care may b.e just as pressing as
in the case of a widowed or divorced mother.

It is estimated that the xpenses for child and other dependent care
as amended by your'committee will reduce revenues in the fiscal year
1955 by $130 million.
D. Taxes and Interest Paid to Cooperative Housing Corporations (sec.

216)
(1) House changes accepted by committee

Tenant-stockholders in a cooperative apartment corporation are
presently allowed the same deduction for property taxes and interest
available to a homeowner. Both the House and your committee's
bill extend( this treatment to stockholder-tenants in a cooperative
development of homes.

(2) Changes made by committee
None.

E. Rules Applying to Deductions for Dividends Received by Corpora-
tions (sec. 246)
(1) Hiouse changes accepted by committee

Present law provides that in the case of dividends paid by the China
Trade Act Corporations and coi'porations which may exclude part of
their income from their tax base because they derive most of their
income from United States possessions; the 85 percent intercorporate
dividends received credit is not to be available to the corporation
receiving the dividend. The ;dividends received credits for certain
preferred stock of public utilities and for certain foreign corporations
subject to tax in this country also are denied in the case of dividends
received from corporations of these types.
The House and your committee's bill extend the denial of these

credits, or deductions as they appear in H. R. 8300, in the case of

3;



dividends received from the stalled empt orginiuztions and.fr6m
the so-called exempt farm cooperatives. As in the case 6the cor-
porations whose dividendsunder present law. are, not eligible for the
dividends received credit, these corporations are freeftax with respect
to these dividends. Thus, allowance of a deduction to the recipient
for dividends of this type would result in their escaping entirely the
corporate tax. .; . i

(2) Changes made by cpmmi ee ,
The House bill also. denies the .three dividend received deductions

in the case of all insurance' companies. .:'Your committee has restored
present law in' this respect, however,! by striking odit the.proviion
denying the dividend received deductions in the case of insurance
companies ' '

'

''

Your cornmittee'believes it's undesirable to deny these d&ldctions
in the case of dividends received from insurance 'companies because
some, types.of insurance companies, such as stock fire and casualty
companies, ,pay the full corporate tax. Moreover; ii; the case! of the
other types. of companies, intercorporatd -arrangements have de-
veloped where cOrp6rationsi receiving dividends from isiurancei com-
panies would be unable' to meet existing 'commitments if denied th4b
intercorporate dividend received credit. -'
F. Coorporte ganiatzon E:peritu ei '(ec. 248) '

'(1) JHouse changes accepted by committee
Underpresent, law, the: expenses 'murred ,on behalf of .,'proportion

prior to the date of its charter andi. cident ,to it.creatin are;not
deductible.: Thty nmy. be amo4jzed for, taxp. rpo$r s onlyv-whn their
useful life may ,be determine dAfinitely by reference o a listedterm
of existence specified mi the corporate charter, , In.the ;vast. majority
of caseswhereithe corporate life ,is, perpetual, organizational expense
are recovered for xpurposee nly the year; of liquidation, ,*, I
The House, and-y'urcomitt'es bill provide s .that a corporatioa

may elect to amortize orgnmza'ion.al expenses overa.period of not eIs
than 60 months beginning withe ontnth I which te'e corporation is
first active, in business, This, treatment iconforms,ta. accounting
more closely. with general business accounting for 'these costs. , ,

This provision ,is not applicable to the, professsional fee and other
expenses incurred in connection with stock issues, or,; transf rs ,of
corporate assets in reorganization,. As is raow the generally accepted
practice, these expenses are tobe,charged directly to the capital paid
m to the crporp tion as a result of' theftnsacti6. ' '

Non.)9ange. ad bycomn,m ¾
,

,

None. .. .
:.:'. !,'

,T.XI. ITIaMNOT P)DXCTIBsl ,

A. Capital Ezpenditires (sec. ,6$) ':.-̂-
For exception for intangible dillig cost arid development bosts mi

the case of oil, aid gas wells, see discussion under "'Natural Resoiurce,"
xx-G.
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B. Certain Amounts Paid in Connection withInsurance Contracts (sec.
£64)
(1) House changes accepted by committee

Your committeehas accepted changes under th'e House bill designed
to cirb tax avoidance through the deduction of interest on indebted-
ness incurred t0o pirclhase deferred annhhuity contracts.
Under existing law, no interest deduction is allowed in the' chse'6f

indebtedness incurred, or continued, to purchase a single-premium life
insurance or endowment contract. In addition, if substantiallyall
the premiums on a life-insurance or endowment- contract are paid
within 4 years from the date the contract is purchased, it is treated as
a single-premium contract and the same rule applies.. : ;

Existing law does not extend the denial of the interest deduction to
indebtedness iricurred to purchase single-premium annuity contracts.
It has come to your committee's attention that a few insurance com-
panics have promoted a plan for selling annuity contracts based on the
tax advantage derived from omission of. annuities from the treatment
accorded single-premium life-insurance or endowment contracts. The
annuity is sold for a nominal cash payment with a loan to cover the
balance of the single-premium cost of the annuity. Interest on the
loan (which may be a nonrecourse loan) is then taken as a deduction
annually by the purchaser with a resulting tax saving that reduces the
real interest cost below the increment in value produced by the an-
nuity.
The bill will deny an interest deduction in such cases but only as

to annuities purchased after March 1, 1954.
In the case of life-insurance contracts, a method has been devised

to avoid the limitation on the interest deduction for indebtedness oh
single-premium contracts. The purchaser borrows an amount ap-
proximating the single-premium, cost of the policy but, instead of
purchasing the policy outright, deposits the borrowed funds with'the
insurance company for payment of future preiemiums on tlie policy.
The bill will prevent this type of avoidance by providing that if an
amount is deposited with an insurer for payment of a substantial
number of future premiums on the policy, the contract'will be treated
as a single-premium contract. No interest deduction will be allowed
on the indebtedness incurred, or continued, to purchase or carry
such a contract.

(2) Changes made by committee
Your committee made a technical change in the effective date of

this provision relating to life-insurance contracts involving the deposit
of borrowed funds, making it applicable only to amounts deposited
after March 1, 1954, as in the case of annuity contracts.
C. Disallouwance of Losses, Expenses, and I'ntest Between Related

Taxpayers (sec. 267)
(I) House changes accepted by committee

In transactions between related taxpayers, present law denies losses
on sales or exchanges of property and deductions for unpaid expenses
or interest.
The House and your committee's bill tightens present law by

expanding the concept of related taxpayers to include (1) a fiduciary
dealing with a beneficiary of any other trust created by the same
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grantbr; (2) a fiduciary dealing within' a 6orphtip n controlledbd the
grantor or the trust; and (3) an exempt organization controlled by "a
person or his family. Dealings between these patties are no less
subject to abuse than thos covered by present law,.,
Where losses on the disposition of property are disallowed, present

law makes io-provision for an adjustment of gain when such property
is subsequently' old to outiers' ', ,,

The two versions of H. R, 8300 remedy .this defect-y reco6nzing
gain to the original tre.hsferfe'oly to the extent 'tiat it exceeds the
amount of loss not previously illow&ble to th0e tanferor.!n .this way,
the combined tax results on sale of property to an ,unrelated taxpayer
generally will be the same asi- t he initial salet~o a related taxpayer did
not take place. This new rule des' not affect the basis of the property
for determining gain; consequently, depreciation and other items which
depend on that b.sis are unaffect,pd.

(2) Changes made by.committee
None.

D. Acquisition Made To Evade oi Atvoid Income Tax (see. 269)
(1) House changes accepted by'committee

Existing law authorizes the Commisioner of Internal, Revenue to
disallow a deduction, credit, or allowance not otherwise available, in
cases where, control of a corporation is acquired pricipally'for. the
purpose of tax evasion or avoidance. .'The effectiveness of tiis pro-
vision has' been impaired by the difficulty of establishing ,whether or
not tax avoidance was the principal purpose of tihe acquisition.
Both the House and your committee's' biltlrbvide 'that' the Govern-

ment is not to have the full burden of proving that ithereovag no purpose
of evasion' or avoidance in `cases.where the: consideration paid in
acquiring control of another corporation, or corpr.'ition' pJroperty ,'is
substantially disproportionate tto e sum'of th adjusted bsis of'the
property}and the:tax benefit hot otherwises available.' This -provision
will apply'to cases where thttax basis"'of th'4 properEy 'ac'iiire' foi:
depreciation and other purposes, together with the tax value of other
tax benefits, such as-operating loss carryovrs, i'siUbstantiaUy'greater
than the amount 'paid for the property.: Disparities of this type' gen
erally arise where the `old baisiis continued in-the hands of the newV
owner. It is believed that the addition of this new' provision will
strengthen enforcement of existing law in an area that has presented
a serious tax-avoidance problem.

(2) Changes made by commie'.,
The House bill provided that if the 'amoinut paid to acquire control

of another corporationiwas substantially disproportionate to 'the basis'
of the property and the tax benefits acquired that this w6'uld be
determinative of the prinfcipal.purpose.of evasion or avoidance of
Federal income t ax,unlea,the to;xpayer shows to the contrary by a
clear prep6ionderance of tb.o evidence. '! , * ..: '

Your committee, while agreeing withli ebee 'ofUthe .ouse:
provision, believes thatthhe languae used byi the 'tte would 'ilpmstautomatiay adi^llw thi' faxbenifit oth available' :uh
cases. It 'believes that the. tiaxpayei-iObuld:hve..tbeo'ppoii'[of
proving that tax avoidance was not theiprincipal 'urpos. Forthat
reason your 'committee bhas provided that.where this substantial die.
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proportionality exists that this shall be prima 'facie evidence of the
principal purpose to avoid tax.
E. Hobby Losses (sec. 270)

(1) House changes accepted by committee'
Under present law, if losses from a tiade or business exceed $50,6000

a year for 6 consecutive years, only $50,000 of the annual loss may be
offset against income from other sources and the 'portion of annual
loss above $50,000 is disallowed. This is to prevent the deduction
as business losses of excessive expenditures on hobbies, such as racing
stables and recreational farms. However, the present provision may
in some instances penalize bona fide business enterprises, such as
farms suffering from drought, mining businesses withlargo develop-
ment costs, and businesses incurring casualty and abandonment
losses.
To avoid such results the House and your committee's bill remove

from the application oi this provision losses and' expenses incurred
by farmers because of drought, casualty and abandonment losses,
and expenditures which may, at the taxpayer's option, either be
capitalized or be deducted when incurred. Deductions for. these
items are to be omitted in computing the amount of taxpayer's loss
for purposes of determining whether ho'has a loss in excess of $50,000.
Moreover, these deductions are to be' allowed even if the taxpayer's
losses exceed $50,000 a year for 5 consecutive years. This, provides
the same treatment for these losses and expenses as is. presently
provided for interest and taxes. ,

(2) Changes made by committee
In addition to the changes made by the House bill, your committee

has provided thatthe net operatingJoss deduction is not to be taken
into account in determining whether a taxpayer's losses from a trade
or business exceed $50,000 fori 5 consecutive years. Otherwise, an
unusually large loss in 1 year might have the effect of creating losses
in 5 consecutive years and bringing the taxpayer within the applica-
tion of this provision.
The treatment provided for thlle net'operating loss differs from that

provided for the other specially treated deductions in that if a' tax-
payer is subject to this provision a deduction for the net operating
loss will not be allowed.
Your committee also made it clear that the changes made by the

House and your committee in this provision are applicable only with
respect to years in a period of 5 consecutive years, 1 or more of which
begins after December 31, 1953.
F. Cutting of Timber and Disposal of Coal, Timber, or Iron Ore (see.

272)
See discussion under "Natural Resources," XIX-F.

0. RenalPaentPayments to Governmental Units for Use of Manufacturing
Facilities (sec. 274 of House bill)

(1) House changes
The House provision which was deleted by your committee, is.dis.

cussed below.
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(2) Chn~ges madiete;* ; :.b,co.'!;te',i >'. 'S

Present law exempts fromFederal income taxiiterestonieuritie.
issued by States and their political subdivisions.'! . ,;..'; , i
The House was concerned bout itheus of thestfreeo bonds by,

local governmental: units to. finance' ,;the construction! of industrial
buildings forlease to private industry, because in this way the benefits
of Federal tax exemption are diverted to private business ini an attempt
to attract local industry.,1:The. House, in an attempt' to meet this
problem,' added s new :provision to the code which disallows deduc-
tions to private businesses; for mental payments: made 'to State or;
local governmental unite for the useof.iprfoperty acquired orimprovedlb)y the governmental unit by the" authorization, of industrial develop-
ment bonds afterFebruary.8i,1954. .:.: !, , ..,

Your committee while,ot unconcerned with this problem.believe,
that further consideration needsito be,given' to it before any attempt: is,
made to 'provide legislation . It is not: clear, for, example, whether
theo denial 6f the' rental deduction' to the :lessee is Ithe)best approach
to the problem.,, Nor is it clear.that the abuse refedre 'to/arises oAly)
where revenue bonds are used' to finance the property, IMoreoyer,' a
number:of problems arise under the HIouse provision where a property
is used for what is generally, considered a: public purpose,I$uch as an
airport but as an incidental use some of theproperty is rented to pri-
vatomanufacturers..*-, ,,. '. .. .'' ''i :;'

H. NonpdrtMp4atiig Stok (8ec. 75 of House Will) * i'
(1), House changes :',. , ;, :

This section which was not accepted b your commtt ce

bThs section,deied a dejuti ,for .amo nts paqonnMppart
patring,,stock,Upder,the defunt in0of.;on1art1cpatg 4,C,tns`section w0ld hvye dill0owed as a .de.4ctotn d e''4t"o IpT9r'9" :
gations.. Tho House bill mi section312 deveop:d .new caisifictlo^
of stock ands tiesui, {;;:, .,'',l ! i,'i:.'' ',, ': i ,

(2) hu;nges m'ad^'eomittee"' ;*' ;! -
Your c'ommitto sees 'no reasoni'fr'deptig'fr6m*the':lon.i*es'fa;

lishedpiactic` of treating payments'n certaii i'icoi't'obligations'ainteest.- Mo ebvei,shi.'aiangoldpreft- nyifi lt6
to existing corporate enterprises where the6d'dtitibn'o6fticth ambunt
has bedien take oi''fo'6 id atio i the'-d' t't'idi* f bca'iital
employed in th eb tsinss : "Por,tiit'and otlire se' lame
connect with tHe'txbotpo ahtoereo fnioptirnpot ions an
mittcbeo lhestode pisent'lai:' "̂w fil'ntuthe :lie" t ireat tmit'amo#its1 pmd-ofinmcoW^ oblig"ib6n aiii teirst pai:nAt, ,deductible
to thdpayd, to' tieex6into' tiredunr.e're,o* I

iis'f''ot" j;to.'b'aci.,-ed,ai ,' hl' 'z i), i' e '
Your co itt hbssttbsnt.ialty et thero riioofthleiHouse

bU' deali-' w.h'Wth e1th"'-treaPt^ent.; of ordisi rob utml,,ad
adjusfnien,::4 YgItwbo itt;6 f.i .'h
beakom== ehe in 8if;Houis;bl.4 II sh"aiheiefbeiif fi ipa
of the'"tatufe bmr eini rd iproide ? dsriof
certaitt'wibl li'inl"&st la- Howeverjisuch. etaimty
is not to be achieed at th~e:erof thelegialtive-feibility n
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sary to provide a statutory pattern which will tad, in equitable
manner, the myriad business transactions with which this area of the
law is concerned. The House bill, in the opinion of your committee
contains several important provisions which, by spelling out detailed
rules in an attempt to achieve almost mathematical certainty, would
make it difficult for necessary business transactions to be carried out
with a minimum degree of interference from the tax laws.
The House bill in this area is, in substance, an entirely new statute

using few of the terms or concepts with which the courts or, the bar
have become familiar over the years' Your committee has sought a
less extreme approach. Rather than to replace the existing statute,
it has sought to rewrite it so as to preserve the terms and,concepts of
existing law wherever possible. It has, however,'not hesitated to
depart from the present statute where such departure was necessary in
order to remove unwarranted restrictions on necessary or desirable
business transactions or to preclude the use of avoidance devices
which have proved successful under the existing code. Thus, your
committee would liberalize present law with respect to the nonrecog-
nition of gain or loss in cases which involve mere rearrangements of
the corporate structure while at the same time providing less liberal
rules in other areas in order to insure that transactions which are in
substance, although not in form, dividend distributionsby corporations
to their shareholders are subject to tax at ordinary income rather
than at capital gain rates. The principal changes from the House bill
made by your committee are as follows: /

(1) The House bill departs.from existing law by, providing more
restrictive rules as to the types of tax-free reorganizations which may
be entered into by closely held as opposed, to publicly held corpora-
tions. The 'theoretical justification for this distinction is' that such
transactions have, as a practical matter, been used for tax avoidance
motives far more frequently by closely held than by publicly held
corporations. Your committee has rejected this distinction. Not
only is it difficult, if not impossible, to formulate satisfactory: defini-
tions as to the types of corporations which will be. deemed '"publicly
held" or "closely held" for tax. purposes, but there is considerable
doubt as to whether it would be sound policy for the tax laws to impose
greater restrictions on a class of corporations which is' ordinarily small
than on their larger competitors.

(2) The House lill.departs from existing law by introducing the new
terms, "participating stock" (corresponding in general to common
stock)' and nonparticipatingg stock" correspondingg in general to
preferred stock). It not only defines these terms but also contains a
definition of the term "security.' .Important tax consequences can
flow from these definitions, under the House bill. Thus,' interest can-
not be deducted if the instrument on which it is payable does not
meet the test of a "security" as is the case with many income deben-
tures currently outstanding. Your committee believe that any
attempt to write'into the statute precise definitions which wi classify
for tax purposes the many types of corporate stocks and securties will
be frustrated by the numerous characteristics of, .ninter.chngeable
nature which can be given to these instruments. Accordingly, your
committee has returned to the use of the terms "stock,,:. common
stock", "securities," etc., -and, as is the case under existing law, has
not attempted to define them in the statute.
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(3) The Ho'use'bill''meets the probehi of 'the s6-calld "preferred
stock' bail-out"byimposingt a penalty' tax o a corpomalotiofh iceta
cases when it redeems preferred stock which it has issued as a dividend.
While recognizing' the srio'iisproblem' pres'ented by 'this' ta avoidance
device; your committee hlas'reje/ted the House solution' which could
lead to unjuistifiably harsh reisult§. 'Yo6ur/ommittee's s6lu'io6h to the
problem is to provide for the taxation of the proceeds of the6 sale of
such preferred stock in certiin cases at ordinary ihcomne iates.-

(4) The House bill combines a inew set of rules govening'the tax
consequences of corporate liquidations. In general, thes iruTes would
postpone' any tax on izedanrealciatibon in corporate sets at
the time the corporation is liquidated. This result can som'etims be
achieved under existin-g law but. only if an election is8 made by the
shareholders and subjectto special safeguards and restrictions,.:Whle
recognizing the theoretical.justification for the rules of; the House bill
in comiection with liquidations, your committee hias felt that they
should not be adopted at this time. they present certain complexities
particularly in the area, of the so-called "collapsible corporation"
which demand further study. In view of these considerations your
committee has returned to the basic pattern of the present Code with,
however, certain changes hereinafter noted, ,1, .. .,
Your,committee has also structurally, revised the first three parts

of the subchapter. Under your committee's bill, part I of.the sub-
chapter contains rules, primarily devoted.to the treatment' of,.current
distributions by a corporation, and does not contain rules with respect
to distributions pursuant to a recapitalization or other type of reorgan-
ization. Part.:, as under the.House bill, contains rules relating
p arimly to liquidtions., :PartHI-relates only to reorganizations and
includes their: effects on ,the sharehol ers. , ; ,; ,ti,:
The determination of the tax treatment of trp sanctions of the type

described in subchapter 0 of the bill cried out prior to, the effective,
date thereof is to.be:made as if. tlhe ,bi had not been enacted and with-
out inference driwn fni the fact that the amendments made therein
are not made expressly applicable to prior taxable years- in-which
transactions 'of these types may; have been" effected., The provisions
in your committee's bill are not intended to disturb the determination
in present litigation of a rule of existing law.
A. Corporate Dtributions (sees. 801-318)

(1) 'oueechange acteppd by comititteed
Your committee retained, with ;modifications noted in (2)below,

the following provision of .the House bill which revise existing law
with respect to corporate ditribUtion: : , N.

(a):i Alow in general the tax-free'distribution stick and stock
rights without regard to a shareholder's proportionate interest
before-a after e distribution .

(b) Prbovide a secil rule to eliminato'negligible ba
tions for' '.qksix..ts

(c) Provid specim riles t mdcatewhen aridempiionof s ocjwill result n a tidx gratga ra t an ordina ncome,
rate , .
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(d) Broaden the application of the .provisions of- existing, law
which relate to the redemption of stock for payment ofdeath.
taxes,

(e) Broaden the rules of existing law to tax as 4 dividend cer-
tain redemptions of stock through the.use of related corporations,,

(J) Tax a corporation which distributes property.under certain
circumstances, .

(g) Provide the adjustment to earnings and profits of a dis-
tributing corporation where property is distributed in kind, and

(h) Provide rules to indicate specific instances when, for
purposes of preventing tax avoidance, a person shall be considered
to own stock owned by a related person, ,

(2) -Changes made by committee
(a) Distributions of stOck, stodk right and securities.-YoUi cor-'

mittee has followed the policy of the Houise bill allowing, the dis-
tribution of equity interests in a corporation as 'a dividen'd'o the
greatest extent possiblIe As long as a shareholder's interest rehiins
in corporate solution, there is no appropriate occasion for tlie imposi-
tion of a tax. Accordingly, the general rule is that'b tax is imposed
upon the distribution of stock rights and stock' dividends whethie'or
not a particular shareholder's proportionate interest ih'the corporation.
is varied, but rather is postponed through the application;of the perti-
nent basis provisions. The House bill provides certain exceptions: to
this basic rule in cases where a distribution of stock, whether .puir-
suafit to a reorganization or not, was in liett of dividend arreargtes on,
preferred stock. Your committee has eliminAted theapplicationn 6f
this rule in cases where the distributionidisdharges such arrearaiges' in-
connection with a recapitalization or otlhei type ofreorganiiation anid;
limits the taxability to stock dividendsdistributed in lieu of dividends'
on preferred stock which are in effect currently owing. Your'com-
mittee continues the rule of the House bill and of existing law that'
where a shareholder has an election to take a' dividend in stock or in"
cash, the election to take a stock dividend will not prevent the stock
being subject to tax.
Your committee has provided a rule to eliminate tire necessity'

under present law of making negligible basis allocationsbetween'
stock and stock rights issued on such stock. Under this hrle,- as under
the House bill, the basis of the rights will be zero unless the taxpayer
elects to allocate or unless the ya ue of the right is 15 percent:r more
of the value of, the stock at the time of distribution, in which event
the allocationr iust be made. ..

(b) Red&etptiohn'of stock.-Under present law'it is not clear whena'
stock redemption results in c pital gain,or6ai!aary ificome S6oe
courts' have held that a 'distribution disprbportioniat;t'oftoh- share-
holders' ownership 'f common stock' ih, the corpriitioi results in
capital-gains treatment, but no d6fiiite test has deelbped. While
the House bill set forth definite conditions under which 'stock may
be redeemed at capital-gain rates, these iulqe aiijpea-id uii'iec6iarily
estrictive'paitiicul',in the case" of:rde'iptiops'bof' peferi'd stock
whith might be called by the' corporation without the shareholder
having any control over when the redemption may take' place.
Accordingly, your committee follows existing law by reinserting the
general language indicating that a;redemption shall be treated as a'
distribution in part or full payment im exchange for stoek if the

44



INTERNAL EVEN COS 'OF 1954- 4

redemption is not essentially equivalentto a: dividend.'; This general
rule is supplemented. by your committee by the rule of the House bill
that a redemption wlilch is substantially disproportionate shall also
qualify so as' not to be taxable as a dividend; In order, to qualify a
particular shareholder's holdings of common stock' after the distribu-
tion musgtbe'less than 80 percent of his holdings before'th:e distribution.
As a further safeguard, your committee has provided that if the
shareholder owns.a majority of the voting stock before the redemption,
he must lave less than'50 percent of:such stockthereafter.
A distribution 'in complete redemption of a shareholder's stock will

also result in capital' gain, However, in order to: prevent .tax avoid-
ance, your committee follows the rules of the House bill whereby,
under specific circumstances, a shareholder may. be considered ,as
owning.,stock held by ,members of 'his Jfamily (or by.partnerships,
corporations, or estates,.trusts in which he has'an interest)-. If a share-
holder desires to sever completely, his interest in a corporation which he
and his 'family controls, the rules of family ownership are waived, as
under, the House bill, if the'shareholder. does not reacquire, other than.
by .bequest or inheritance, an interest (other than an. interest as a
creditor), for a period of .10 years: thereafter.. However, such a share-,
holder may not have piado or. received a. gift of stock of the 'corpora?-
tionr,to or from his wife, for example, within 10 years prior to the dis-
tribution. If any interest, is reacquired by a shareholder within.'the
prohibited period} an additional tax may be recovered as if the original
distribution had been a dividend., 'Thus modified the family attribu-,
tion rules will be applied to insure a bona fide' severance of particular
shareholder's interest in an enterprise. and. will not' apply where there
is no purpose of tax avyoidance,. .. . ,. .
Your committee retains: the provisions of existing law allowing stock

to be redeemed to pay: death taxes. without dividend consequences.
Your committee's bill includes those provisions of, the House bill which
would broaden the application of this.section.I Thus, it allows stock to
be redeemed where it not only constitutes 35 percent of the value of
the gross estate but also if it constitutes 50 percent' of the value' of the
net estate. 'Thus, the marital deductionallowed for estate tax pur-
poses will not preclude. the availability of .this special redemption ;pro-
vision. As;under the House bill, the provisions also (1) includes!funeral
and administration expenses as one of the purposes for which stock
may be redeemed, (2) extends the time for,redemption to .60days
after a decision of the Tax Court concerning the' estate tax liability has
become final, and (3), allows stock of 2 or tmore corporations 'to be' re-
deemed if more than 75 percent in'value of the outstanding stock of
each corporation is.included in the decedent's gross estate with, an
additional provision to prevent discrimination against estates of
decedents in' community property States. In order not to.preclude
the applicability of the provision if stock owned by a; decedent is,
subsequent ' his death, exchanged ina tax-fr reereorganization, for
examIple, your committee would allow the new stock to be redeemed
if the old stockquaified.,: ... -. '...;.,. . ..
Your com ittee, follow iste Hose: sill in its reteio of theprovi.

sion of.exi"ing ;law wWhchirevents tax avoidance.wher/ a, subsidiary,
corporatiQa purchases 8toc, i, j,parent from,he Bhareholdrs' of
the parent ,gind also ,extends,sthe provision to include sales of stock
between corporation' pawned by thQ.ame interests although:the.cos
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porations are not'in a parent-subsidiary relationship. Under these
circumstances it is provided that where the. effect 'of the sale is in
reality the distribution of a dividend, it will be taxed as such.
Your committee has also acted to close a possible loophole of existing

law known as the "preferred stock bail-out". This is a device by
which it is attempted to withdraw earnings from a corporation and
pay a tax at rates applicable to capital gains rather than those appli-
cable 'to dividends. The shareholders cause a dividend in preferred
stock on their holdings of common stock to be declared. The dividerid
stock is then sold. Although it may be subject to immediate redemp-
tion by the corporation from the purchaser, such a transaction has
been held to give rise to only a capital gains tax on the shareholders
at the time of sale. (Cambeolin v. Commissioner (207 F. 2d 462)
cert. den. March 8, 1954.) The House bill closed this loophole by
imposing, at the corporate level, a transfer tax of 85 percent of the
amount distributed in redemption of such dividend stock 'if the
redemption took place within 10 years from the date of distribution.
Your committee's approach to this problem imposes a tax on the
recipient of the dividend stock at the time of its sale. This dividend
stock would be called "section 306 stock" and any stock received as
a dividend would be section 306 stock to the extent of its allocable
share of corporate earnings at the time'of issuance, except common
stock issued with respect to common stock.
The tax imposed at the time of the sale of the stock is at ordinary

Income rates to the extent of its allocable share of earnings and profits
of the corporation at the time the stock dividend was declared. Any
amount received for the section 306 stock which exceeds the earnings
and profits attributable to it will be taxed as capital gain. If, instead
of selling the section 306 stock, the shareholder redeems it, the pro-
coeds received will be taxed as a dividend to the extent of corporate
earnings at the time of redemption. As under the House bill's s81u-
tion to this problem, certain exceptions to this basic rule of ordinary
income treatment with respect to dispositions of section 306 stock are
provided.
Your committee's treatment would be applicable only to issues of

preferred stock made after June 18, 1954. The House bill applied
to previously issued preferred stock. However, your committee
believes that stock issued prior to the effective date of this provision
should be treated under existing law.

(c) C(urrent distributions to shareholders and effect on earnings and
profits.-Your committee follows the House bill in retaining the
general rules of present law with respect to current distribution by a
corporation' to its shareholders. Your committee also incorporates
into the statute the rule derived from the_.upreme Court decision in
General Utilities and Operating Company . MHlvering (296 U.. S. 200)
that a corporation does not realize gain by reason of a distribution of
its property even though the value of the property distributed ma'y
exceed its cost to the corporation. Two exceptions are made to this
general rule, however, in order to prevent tax avoidance. The first
concerns distributions of LIFOO inventory. In such cases, the amount
of tax deferreduind, r the LIFO method of accounting will beh paid by
the corporation if-'thb inventory ii diitibuted i idndito shaireolders.
The second exception imposes' i tax whe property distributed '4i
subject to a liability in excess of its costto' the 'orpbrationi ',
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Yourconmmittee follows the House bill in speciffinith6 appropriate
adjustment to: the earnings and profits of the distributing corporation
where there is 'a distribution ofi'property., This adjustment will' be
the cost to the corporationi^of thelproperty, distributed.,' Your com-
mittee also follows the' Hodso bill in providing for a'n increase'in
corporate earnings by ithe amount of any excess' of the' fair mnarLt6tvalue 6ver its cost where inventory items are distributed in kind in
order to insure that the shareholder will always pay a'itax on the
appreciation in value of the inventoryy. .I

Your committee has retained the rule 'of existing law relating to
the effect on earnings and profits where there' are tax-free distributions
and where there~ are'distribhutions'.out of increase' in value of.property
accrued before March 1, 1913'. The House bill supplied an! additional
rule for the determination of the manner in which earnings-and profits
should be :llocated where there was 'a partial liquidation, a' corporate
separation, or a redemption-. Your committee strikes this rule since
it is, believed that; existing administrative practice, 'making these
determinations as the facts ofeach case may indicate, has been success-
ful in achieving correct, results..

.
Your committee includes a provision, not in the' House bill, which

is designed to tax :distributions of proceeds of loans insured by the
United States where the amount 'of the loan exceeds the cost of'the
property by which it is secured. This provision sintended to insure
the imposition of a tax in the-kind of case recently'brought to attention
in'connection with. loans made by the Federal Housing Administra-
tion. This provision would 'increase. the earnings and profits of the
distributing corporation;by the 'amount of the.proceeds 'of the' loan
in excess of the cost of the property securing:it; and would decrease
such earnings' by the amount of such excess immediately after the
distribution. This will have the effect of creating' sufficient earning
at the time of distribution'o that it may 'be' treated as being;made
out of.earnings and profits, that is, a dividend. Your committee em-
phasizes ,in this connection that! no implication. be drawn' from the
enactment of this :provision, with respect to any decision made or
litigation,pending under present. law 'concerning this subject matter,
.whether. or not such loans are made, guaranteed, or 'inured, by thc
United States, or with respect to any other provision of this bill
which may be relevant to the same subject matter.
B. Liquidations(decs'. S1-46)

(1)Hoechanges cceptdby commit ee
Your committee followedAthe provisions of the House bill in provid-

ing that there shalllbe no: gain or loss reoogni2d to asublidiaryicor
portionifliquidation whioh satisfies an indebtedness to
its parent by distributing (in respect of such debt) property which has
appreciat4edi' value. Your cminittee also followed .the Housebill
(with medications) ni.ts rule which elminates the necessity ofdeter-
mminaigwhether a corporation pro of liquidation-has itself sold
its assets or whether thei.stributee shareholders have madethe sale,

(2) Cheangade bycommit
(a) enetilril,- .-The House bill combined the vaiHuf'liiludation

rules of existing law into oneipvio4n: ofgneial:application.Tha
rule involved a';deferAl of tax'o, unrelizedappe tionin the-vl
of property received. and also a caryover of basis in the 'cas of 'oo
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called "appreciated inventory." Your committee has returned to the
three basic rules of existing law in its treatment of liquidations.
Under the general rule, a shareholder is taxed to the extent of the
excess of the fair market value of property received over the cost of
his stock. The fair market value of, the assets becomes their basis.
Where, however, the liquidating corporation is a subsidiary of the
distributee corporation, no gain or los is recognized, and the basis
of the property received by the parent corporation is the same as it
was in the hands of the subsidiary. Finally, your committee would
make permanent the elective provisions of the present code which
allow a 1-month liquidation of a corporation to be completed without
unrealized appreciation in property being taxed. In the ..case of an
individual, corporate earnings are taxed to the extent of his gain as a
dividend, and a corporate shareholder is taxed at capital gain rates on
such earnings. This provision has proven useful in the past in per-
milting the liquidation of personal holding companies.. ,
Under the House bill, a shareholder would in all cases be permitted

to receive the purchase price for his stock as his basis for the assets
distributed to him regardless of the assets' cost to the corporation.
In this respect the, principle of Kimbell-Diamond Milling Company
(187 F. 2d 718) was effectuated. Since the application of the rule of
this case is primarily, in the area of liquidations by a parent corpora-
tion of its subsidiary, the rule has been limited by your committee to
liquidations of this type. Accordingly, your committee has provided
that where a corporation! purchases the stock of another corporation
and within 2 years after the purchase a plan of liquidation is adopted,
the basis of the assets of the subsidiary received by the parent will be
the amount paid for the subsidiary's stock. .

(b) Collapsible corporation.--Under the House bill inventory assets
(defined to include certain. depreciable business- property and rights
to future income) which have appreciated in value would retain in the
hands of the distributed the basis which such assets had in the hands
of the liquidating corporation.: This was intended to insure recovery
on subsequent disposition by the recipient of a tax measured by dif-
ference between the cost and value of the property. Your committee
believes that this provision introduces complications into the law and
may have the effect of penalizing the unwary purchaser of the stock
with a view to liquidating the'corporation. , Accordingly, ,your com-
mitteo has reinstated the rule of existingjaw, with respect to the
treatment of collapsible corporations so that a tax at ordinary income
rates may be recovered either. on sale of theistoc'k or onh liquidation
of the corporation itself. Under existing' law, the pro.isio 'is -tnot
applicable to any' shareholder owning thla'i 10 percent of the outit
standing stock of the collapsible corporation. In order to:prevent
avoidance of this section, it is made applicable to any shareholder
owning more than 5 percent ofithe oiltstanding stoik. Y6ur committee
also provides a presumption that a corporation is a; collapsible cor-
poration where 50 percent or 'more' of the fair market value of its
assets constitute inventory which has appreciated in value by at least
20 percent over its original cost. .
()'Cort HTdit0XgCompanP.- Your committee,flowo. the House

bill in eliminating questions arising:oa a result of t unecezaity!ofdetermining whether a corporation m process of complete liquidation
made a sale of assets or whether shareholder receiving the assets
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made the sale. Compare, Commissioner v. Court Holding Company
(324 U. S. 331) with 7U. S. v. Cumberland Public Service Company
(338 U. S. 451). This last decision holds that if the distribute actually
makes the sale after receipt of the property, there will be no corporate
tax on the solo. The rest of these two decisions is that undue weight
is accorded the formalities of the transaction and they, therefore,
represent merely a trap for the unwary.
Your 'committee provides that if a corporation adopts a plan of

liquidation and liquidates within 12 months thereafter, sales of assets
during this 12-month period will not result in tax at the corporate
level. The House bill provides an 'exception to this rule where sales
were made of so-called appreciated inventory. Your committee
allows'the nonrecognition of gain, at the corporate level 'eVen if in-
ventory is sold but requires that the inventory must be sold in bulk.
This more nearly corresponds to the-results that would follow a sale
of all the corporate assets (including the inventory) and the sale of all
the stock.

(d) Partial liquidation.-Existing law. is complicated by the fact
that stock redemptions are included within the terms of the partial
liquidation provisions. Tus, a redemption of 'all of the stock of i of 2
sole shareholders of a corporation may result in capital-gain treatment
to the redeemed shareholder. The result occurs however, not by
reason of the use of any particular asspts.of the corporation to effect
the redemption but because the distribution when' viewed at,the
shareholder levelisso disproportionate With'respQt to the outstanding
shareholderintorest as not to be substantially equivalent to a dividend.
Your committee, 'as did the House bill, separats 'into their signifi-

cant elements the kind of transactions now incoherently aggregated
in the definition of a partial liquidation. Those distributions which
may have capital-gain characteristics"because' they are not made pro
rata among the 'various shareholders would:be subjected, at the
shareholder level, to the' separate tests described in' part 'I of this
subchapter. On the their hand, thoso distributions characterized by
what happens solely at the corporate level. by reason of the assets
distributed would be 'included as within the concept of a partial
liquidation.'.
The general language of the proposed draft would include within the

definition of a partial liquidation the type of cases'involving the con-
traction of the corporate business. Such as for example, cases which
hold that if the entire floor of a factory is, destroyed by fir6; the in-
surance proceeds received may be distributed pro rata to the share-
holders without the imposition of a tax at the rates applicable to the
distribution of a dividend' if the 'corporation no longer continues its
operations to the same extent maintained by the destroyed facility.
Voluntary bona fide contraction of the corporate 'business may of
course also qualify to the same extent as under existing law. In addi-
tion to the general definition of what constitutes a partial liquidation;
your committee's bill provides a rule to indicate one type60f distribu-
tion that will in any event constitute a partial liquidation. Under this
rule, if a corporation is engaged in two or more active businesses
which has been carried on "for at least 5 years, it 'may distribute' the
assets of either one of the busiaebses in ukind,/or the. procel of their
sale.
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C. Corporate Organizations and Reorganizations (sees. 351-373)
(1) House changes accepted by committee

Under existing law, in the case of thle ogniization of a corporation,
the interest of the shareholders or securityliolders in the corporation
after the transfer of property to it must be in substantially the same
proportion as their respective interests in the.property prior to the
transfer in order to avoid the recognition of gain or loss on the entire
transaction. It is often impossible accurately to value the property
transferred, and accordingly- this requirenhwoht has resulted in un-
certainty. Your committee follows the Hoduso bill in eliminating this
requirement. However, any substantial disproportion resulting in a
shift of interest between the persons contributing money or other
property will. be subject to tax either as a gift or as compensation, as
the facts of the case may indicate.
While your committee has rewritten the provisions of the HIouse

bill relating; to corporate reorganizations, it has retained (with modi-
fication) certain substantive changes made therein. These are:'

(a) allowing in certain cases the tax-free distribution of stock
of a subsidiary corporation directly to the shareholders of its
paretit, whether or not such distribution is pro rata to their
holdings of stock in the parent;

(b) broadening the definition of the consideration which may
be received in certain corporate acquisitions;

(c) retaining the concept of matching principal amounts where
securities are surrendered and received in connection with a
corporate reorganization;

(d) retaining existing law relating to insolvency reorganiza-
tions.

(2) Changes made by committee
(a) Corporate separations.-The principal ~changes in existing law

made by your committee are made in the provisions, dealing with the
tax consequences of the separation of an existing corporation. These
changes correspond substantially to those made in the House bill.
Under existing law, a corporation may transfer part' of its assets to
a newly created corporation, if immediately after the.transfer, the
transferee corporation is controlled by the transferor or its share-
holders, This requirement that only stock of a transferee corporation
may be distributed has been eliminated. Thus, a corporation may
distribute the stock of an existing subsidiary tax free to its share-
holders, and it will not be necessary, as. at present, to create an
intermediate holding company.

In addition your committee follows the House bill in providing
that a transferee corporation may be controlled by persons who were.
shareholders of the transferor. For example, if individuals A and B
transfer their separate sole proprietorships to a corporation in which
each receives 50 percent of the stock, these businesses, may again be,
separated but into corporate. entities, one of which may be wholly
owned by A and one by. B. As.in the case of. the organization of a
corporation, a disproportionate distribution which has the effect of a
gift or of the payment of compensation will be subject to tax ad such;

Present law contemplates .that ".sepparation',hapll involve
only the separation of assets attribita4bleto the .carrying on ofan.
active business. Under the House bill, lit;is.im material whether the
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assets are those' used in 'an 'active business butfinvestment assets, for
example, are separated into a new corporation, ani amount receiVed
in respect of such an inactive corporation,' whether by a distribution
from it or by a sale of its stock, would be treated as ordinary income
for a period of 10 years ftom the date of it-creation, ' Your committee
returns to existing law'in not permitting the tax free separation of an
existing corporation into active 'dd inactive entities. It is niot be
lived that the business need for this kind of transaction is mitffioiehtly
groat to permit a person in 'a position 'to afford a 10-year delay in
icciving income to do so at capital gain rather than dividend rates.
Your committee requires that both the business retained by' the dis-
tributing companyy anid the business of the corporation the stock' of
whilh .is distributed'must have been actively conducted' for the 5
years preceding th ;distribution, a safeguard against avoidance not
contained in existing. law,.

(b) Receipt of additional consideration>-Where' a recapitalization
or other type of' corporate 'reorganization occurs, a shareholder may
receive money or other property,' known as "boot," in additionito the
stock or securities which may. be received without the recognition of
gain. Your committee's bill follows the House bill and existing law
in not disqualifying the transaction as a whole.as,a tax-fre.e exchange,
but the "boot" is subject to tax. Under the House bill, if the distri-
bution is otherwise to be taxed as dividend, it will be taxedas such
regardless of whether the shareholder had a' gairi on the transaction
as a whole. Your committeee retiirns' to existing: law in taxing a.
dividend only t6 the extent of the amount of "boot" received 'which
is not in excess! of thle particilar'shareiholder's gain -. Thus', i a share-
holder surrenders stock which has a basis of $100 m his 'hand in a
recapitalization and' receives"in exchange stock which has a',valie of
$50 and a bond with a value of $75, the entire amount of the bond
would be considered as "boot" but only $25 would be subject to tax
since this is the amount of his gam'relied on' the transaction.
Where securities 'are exchanged for sectirities, your: orimtittee

follows the House bill in expanding the principle of Commi"sioner v.
Neustadt's Trust (131 F. 2d 528) to the effect that no gain 6'ilo0s is
recognized 'where the securities received &re in the same pirinCpal
amount as the securities surrendered. Where the principal amounts
of securities received and surrendheied vary, the Neustadt iile is
applied to so much of the principal amount' f the bonds received as is
equal to' the amount surrendered. Thus, if a shareholder surrenders
a bond in the principal aniioUnt of $150 in exchange for a bond in the
principal amount of $200, the draft treats ithe exchange as if there
had been a ta-fre; exchange 'of a' bond hi the principal 'amotmt
of $150 for a bond of identical principal amount and the receipt of an
additional bond- in the principal amount 'of$t0. The fair market
value of this $50 would bee taken into accountt in deternning whether
there has been a receipt of taxable bo6t.'

(c) Definitidon of c^ ieorgatiwon.-Your cmmittee has
eliminated the 'distinctions! ii the House bill, between the types of
tax-free reorganization which may' b e iteidmtil ' corporations
which are publicly heldd'those wch are losely held. ':
Your committee has retained twosignificant changes in ther'lei

relating to corporate reorganizati8ps which appear in the House bill.
It is there provided that when 'substantially all the assets of one
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corporation are acquired by a corporation which is a subsidiary, the
shareholders of the transferor may receive, the voting stock of the
parent of the acquiring subsidiary corporation in exchange for their
stock, Existing law would require that only voting stock of the
subsidiary may be received in such a case (Groman v. Commissioner
(302 U. S. 82); IIelvering v. Bashford (302 U. S. 454)). Your commit-
tee extends the rule of the House bill to include a case where the parent
corporation receives the assets in a statutory merger or consolidation
an(d immediately transfers part or all of the assets to a subsidiary.
The second change made by the House bill :which is retained by

your committee in a modified form permits one corporation acquiring
substantially all the assets of another in exchange for its stock to
exchange stock for 80 percent of the assets and to acquire the balance
for property other than such-stock, The restriction of existing law
that only stock of the acquiring corporation may be exchanged for
assets acquired introduces difficulties in completing transactions where
certain shareholders of the transferor corporation may wish to receive
property instead of stock in the continuing corporation. However,
your committee has returned to existing law by requiring that the
qualifying stock in question be voting stock.
D. Carryovers to Successor Corporations (sec. 381',

(1) Htouse changes accepted 'by comtiittee
The House bill provides that the major tax benefits, privileges,

elective rights, and obligations of one corporation will cary to, suc-
cessor corporation when the assets of two or more predecessor corpo-
rations are combined in a tax-free liquidation Nor reorganization.
These include such items as loss carryovers, unamortized bond discount,
installment sales reporting, LIFO inventory method, and earnings
and profits.

Preseiit practice rests on court-made law which is uncertain and
frequently contradictory. Your committee agrees that whether or
not the items carryover should be based upon economic realities
rather than upon such artificialities as the legal form of the reor-
ganization,
The bill provides for the carryover of these tax attributes or items

from one corporation to another in certain tax-free liquidations and
reorganizations. Under this provision, a corporation which acquires
substantially all the property of another corporation In a tax-free
distribution or transfer is to take into its accounts the specified items
of the distributor or transferor corporation. The section does not
apply in the case of split-ups, spin-offs or other divisive reorganizations.

The' new rulesI enable the successor corporation to step into ;the
"tax shoes" of its predecessor corporation without necessarily con-
forming to artificial legai requirements which now exist under court.
made law. Tax results of liquidations or reorganizations are thereby
made to depend less upon the form of the transaction than upon the
economic integration of two or more separate businesses into a unified
business enterprise. At the same time the new provision makes it
difficult to escape the tax consequences of the law by means pf a legal
artifice such as liquidation and reincorporation or merger into another
corporation.
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(2) Changes made by corfmmittee.
Your committee added two items to the list of those in the House

bill. These' are (1) the deduction of deficiency dividends in the case
of personal holding companies, and (2) percentage depletion with
respect to mine tailing. '

E'. Special Limitation on Net Operating Loss Carryover (sec. S8)
(1) Iovwse changes accepted by committee

Under present law where a controlling interest in. a corport"ion'is
acquired for the purpose of avoiding or evading 'tax liabilities the
Internal Revenue Service may disallow the benefits of a deduction,
credit, or allowance which would otherwise' be enjoyed by the'acqiir-
ing person' br corporation. This provision has- proved: ineffectual,-however; because of the necessity of proving that tax avoidance was
the primary purpose of the transaction. It has also been so uncertain
in its effects as to place a premium on litigation and a damper on valid
business'transactions.,
The House bill added a provision designed to limit undue tax bene-

fits of this lihaiaterr:by restricting the amount of net: operating loss
carryover which 'may be deducted where 60 percent or more of the
participating interest in a corporation was acquired by new owners.
Your committee adopted this provision with modifications noted below.

(2) Changes 'made by committee
Your. committee as. adopted a provio.n to'limiit the application of

this provision relating to purchase tothlibse areas in.which ab'uise' has
most often arisen that is, th'epurchase of thW;stock 6f a corporation
with a history of losses for the purpose "of using its loss carryovers to
offset gains of a' business unrelated to that whi6h produced the losses.
Accordingly, your committee has provided thatif more than 50 percent
of the stock of a corporation is purchased within a 2-year period and
if the'corporation thereaftberengages in a different type of business,
then 'the loss carryover is eliminated. ' '

Your committee'also' limits' the allowance of 'net operating loss
carryovers as a result of a tax-free reorganization. Your committee
considers it appropriate to allow such carryovers in full only-when'the
shareholders of the predecessor loss corporation have a substantial con-
tinuing interest in the-uccessor corporation. 'Thus, if the share-
holders of the old loss corporation have 20 percent of the stock of the
new corporation the loss carryover is available to the'now corporation
without diminution. The amount of 'the carryover is reduced pro-
portionately, however, if the old shareholders receive less than this
percentage, Thus' if they have onlyf 0 percent of the stock in the
successor corporation, only 50 percent of tho loss carryover is
available to it.

XIII. PENSION,, PROFIT-SHARING, AND STOCK, BONUS PLANS
The House bill made a major departfire in the qiialification rquiire-

ments for pension, profit-sharing, aidd:t eikbonus plan. The aim
was to replace tle commissioner s discretion under present law with
clear rules that would permit any employer to deterinmeiwhether,or
not a plan was qualified and to do so in a way that would qualify all
reasonable plans without opening the door to discriminatory plans.
These broad objective have received general approval. However, the
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mechanical rules in the House bill have raised many problems for
many different types of plans. In view of the difficulty of developing
adequate mechanical tests to meet these problems your committee's
bill retains the framework of the present treatment of pension, profit-
sharing and stock bonus plans pending further study.

Certain changes, however, most of which are in the House bill, are
adopted.
A. Capital Gains on Lump-Sum Distributions (sees. 402 (a) (2), (3), (e),
and 403 (a) (2))

(1) Iaouse changes accepted by committee
Under present law lump-sum distributions made by qualified trus-

teed plans to employees because of separation from service are taxed
as long-term capital gains. However capital gains treatment is
not granted to similar lump-sum distributions made under qualified
insured plans. In addition, whether the plan is insured or trusteed,
luml)-sum distril)utions made to the beneficiary of an employee who
dies after retirement are taxed as ordinary income.
Your committee's bill adopts the provisions of the House bill which

are designed to eliminate this discriminatory, treatment. Capital
gains treatment is extended to lump-sum distributions made to em-
ployees because of separation from service under qualified insured
plans as well as under trustee plans. In addition, for both insured
and trusteed plans, capital gains treatment is extended, as in the House
bill, to lump-sum distributions made to beneficiaries of employees
who die after retirement.

(2) Changes made by committee ,
The House bill extends capital gains treatment to lump-sum dis

tributions to employees at the termination of a plan because of a com-
plete liquidation of the business of the employer, such as a statiitory
merger, even though there is no separation from service. This was
intended to cover, for example, the situation arising when a firm with
a pension plan merges :with another firm without a plan, and in the
merger the pension plan of the first corporation is terminated.
Your committee's bill revises this provision of the House bill to

eliminate the possibility that reorganizations which do not involve a
substantial change in the make-up of employees might be arranged
merely to take advantage of the capital gains provision. Thus.your
committee's bill would grant capital gains treatment to lump-sum
distributions occurring in calendar year 1954'where the termination
of the plan is due to corporate liquidation in a prior calendar year.
The purpose of granting capital gains treatment to such distributions
is to avoid hardship in the case of certain plans which it is understood
were terminated on the basis of mistaken assumptions regarding the
application of present law.
B. Profit-Sharing and Certain Stock Bonus Plans of an Affiliated Group

(sec. 404 (a) () (B))
(1) House changes accepted by committee

Under existing law a group of corporations may establish a common
profit-sharing plan, but there maybe no s lifting of contributions'qr
deductions among the group. For,4_ample, a member..of the group.
with no profits in a given year and no accumulated earnings could
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not make a contribution to its plan, and no other member of the group
could make the contribution' on its behalf.
Under,the House bill, and under your committee's bill,'if a profit-

sharing plan is established by a group of corporations which is affili-.
ated, as defined for purposes of filings consolidated returns, and a
member of the group is prevented from making a contribution because
it has no profits, the contribution could be made, for the benefit of the
employees of the loss corporation, by the members with profits.

(2) Changes made by committee
Your committees bill accepts the House provisions but rpmakes two

further changes which appear meritorious. The' first change' would
extend this provision 't6o stock lionis plals: wherethlb coxt'-ibtititbl is
measured as a percentage'of profits. In such a casoe thie coniditloise1
precisely like those which led to the adoption of this provision for
profit-sharing plans.' The second change would eliminate the' reqiie'-
ment that the contributions on behalf of a loss 'member be divided
up among the profit' members of the group in proportionsto'teir
profits where a consolidated return has, in fact, been filed. The
House amendment would have required the members of the group
to divide up the contribution so that each would make up that pro-
portion of the contribution for the loss member which its profits bear
to the total profits.
C. Deduction for Employers on Accrual Basis (sec. 404 (a) (6))

(1) House changes accepted by committee
Under present law a taxpayer on the' accrual basis is deemed to

have made a contribution to an employee plan in the year of accrual
provided 'he actually makes payment within 60 days' after' the close
of that year. Taxpayers have complained that the 60-day period is
too short in view of the complicated actuarial computations required
in determining the actual, amount of the contribution. Your, com-
mittee's bill accepts the House provision to extend 'this period from
60 days to the date for filing thetax return (including any extensions).
This, in effect, would extend the time period for actual payments
from 60 days to 75 days after the close of'the taxable year plus any
extensions of the filing date.

(2) Changes made by committee
Your committee made no change in this provision.

D. Distributions in Employer Seurities (sec. 402 (a) (1) and (8) (B))
(1) House changes accepted by' committee

Existing law, in certain cases, postpones tax on the gain on em-
ployer securities distributed by an employees' trust.
The House bill and your committee's bill continue the present

treatment.
(2) Changes made by commite-

Present law and the House bill define securities :of the employer
to include,, for example, 'securities'of another corporation more than
50 percent of the stock of which is owned by the employer. Cases
have been brought to the attention of the committee 'heri two
corporations each 'own 'exactly 0O percent' of the stock 'of a thild
corporation'and, therefore; the'6t, k', of the third 'corporation cannot
qualify. as employer securities.' Relief is granted in: such:casesby.
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changing the "more than 50 percent" ownership requirement to "50:
percent or more" which is done in section 421 (d) (2) and (3) which
defines employer securities for purposes of the rules relating to re-
stricted employee stock options. As under present law, the stock
option definition is applied for purposes of employee trust distribu-
tions.
E. Certain Negotiated Plans (sec. 404 (c))

(1) House changes accepted by committee
The Ilouse bill did not make explicit provision in this area.

(2) Changes by committee
Under present law, certain plans established as a result of, negoti-

ation with unions do not constitute qualified plans because they, do
not segregate pension funds from funds used for other purposes and
do not satisfy other rules required for qualification. This may have,
the result of denying employers deductions for contributions to such
plans because present law, which is retained by your committee,
does not allow deductions for contributions to nonqualified plans
where employees' rights are forfeitable.
Your committee feels that this denial of deductions for employer

contributions is inequitable where a negotiated plan was established,
during a period of Government operation. Your committee's billtherefore provides that employers shall be entitled to deduct as
business expenses contributions made to plans established before
January 1, 1954, which are the result of an agreement between em-
ployee representatives and the United States Government during a
period of Government seizure and operation of most of the productive
facilities of the industry. This provision does not appear in the
House bill.
F. Foreign Situs Trust (sec. 402 (c) and 404 (a) (4))

(1) House changes accepted by committee
Under existing law the Revenue Service riles, with one exception,

that a foreign situs employees' trust cannot qualify as an exempt
employees' trust. The exception is that a foreign situs trust estab-t
listed by an American employer may qualify if the trust agrees to
make no investments which will produce United States source income.
This investment limitation is imposed because otherwise the United
States source income would not be taxed to the trust and also would
often escape tax in the hands of beneficiaries.
Your committee's bill adopts the House provision which specifically

prevents all foreign situs trusts from qualifying as exempt trusts.
While this change subjects the foreign situs.trust of an American
employer to taxi it has the advantage of, allowing suCh trust'make
investments which produce United States source income. As in the
House bill, the harsh results of denying an American employer a
deduction for his contributions to all foreign sits trusts ip avoided
by allowing contributions to be deducted whore the trust would haVe
qualified for exemption if it had been a domestic trust.

(2) changess made by committee
At present, capital gains treatment is granted to lump-sum distribute,

tions on termination of service in the ' of awforeiga situs trust of
an American employer, in view of the Revenue Service position that
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such .a trust may qualify. The IHous6 ill makcs' no provision for
treating any lumip-sum distributions by foreign service trusts as capital
gains. Your coriimmittee's bill would allow capital gains' treatment
where the 'trust would qualify, except for the fact' that it is a foreign
situs trust.
G. Information Returns (sec. 6033)

(1) House changes accepted by committee
Section 6033 of the House bill requires tax-exempt organizations,including qualified trusts, to file annual information returns. Your

committee's bill adopts this procedure.
(2) Changes made by committee

At present, if the 'employer company has filed all of the required
information with its tax return an employee's trust 'is not required
to duplicate such information on a separate return but, instead, is
permitted to file a letter from otho employer stating that the employerlihas so filed. However, the Hous'e provision would appear to: make
it mandatory for the trust to file information even though it duplicates
information filed by the employer. Your committee's bill authorizes
the Commissioner to relieve th'e trutist fromstating'in its retu'rn'any
information which is reported 'in returns filed by the employer.' It
also makes it clear that any returns which are filed under section 6033
start the running of the period of limitations.
H. Tax on.Unrelated Business Income of Employees' Trusts seese. 511,

512, 13, and 514).
(1) House changes accepted by committee

Your committee's bill adopts the Houise provision' which makes
employees' stock bonus, pension, and profit-sharing trusts subj]'ct to
the tax on unrelated-business income.

(2) Changes by committee .

Your committee made two. further changes designed to prevent
hardship in the application of the tax on a portion of the'reitalinoome
which is determined with reference to the ,amnou'nt of the indebtedness
of the trust which was incurred to acqulre or improve the Ipasddpirop-erty. First, your''committee provides that where, loans :reo made Py
one trust to another trust of the' same employer, subjectito' appropiato
limitations, such borrowed funds wil' riot be treated as indebtedness
for purposes of the, tax on rental income. , Second, any 'debt incurred
by an employees' trust in connection with real property leased before
March 1, 154, shall hnot be considered as indebtedness; if'the, debt is
incurred before March 1 1954, or after this date, in order'to carry out
the terms of the lease.
I. Prohibited TransactiAn. (sec. 503)

(1) Housea change accepted by committee
Your committee's bill adopts the House provision which denies' a

stock' bonus, p6pofit-sh'atings,or pension-trust exemption from tax if it
engages in a brolibite'd transaction after' March' i954' For example,
if the trust loaned any part of. its iticomeor cor6ius .t6 the employer-
creator of the trust !witio.ut ttLerelpiei'ofade9iqate security and a
reasonable rate ofinterest,W'Oift property i purchased frbm th'e
employer for more than 'its adeqUate value, the trust wouid lose its
exempt status.
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(2) Changes made by committee
Your committee has adopted a special rule to modify the sudden

impact of this provision on employees' trusts which have previously
made loans without adequate security, A sudden requirement for
repayment could cause considerable difficulty for the borrower,
usually the employer. If such a loan has been made before March 1
1954, and is payable before December 31, 1955, it may be extended
to that (late. If the loan is a demand loan, the mere continuance
after December 31, 1955, will be a prohibited transaction eveh if it
was entered into before March 1, 1954.
J. Denial of Exemption (sec. 604)

(1) House changes accepted by committee ;
The House bill would have denied exemptions to employees' trusts,

if amounts accumulated out of income are invested in such a mahiner
as to jeopardize the carrying out of the purpose or functioni.lconsti-
tuting the basis for its exemption. This amendment was not accepted
by your committee.

(2) Changes made by committee
Because this section relates only to amounts accumulated out of

income, it has little application to pension, profit-sharing and stock-
bonus trusts whose assets are primarily of amounts accumulated out
of employer contributions. Your committee's bill therefore deletes
the amendment to existing law in the House bill especially since the
principal purpose of the amendment is substantially served by section
401 (a) (2) (comparable to sec. 165 (a) (2) of existing law), which
provides that no part of the corpus or income of an employees' trust
be used or diverted to purposes other than the exclusive benefit of
employees or their beneficiaries prior to the satisfaction of all liabilities
with respect to employees and their beneficiaries.

XIV. EMPLOYEE STOCK OPTIONS (SEC. 421)
(1) House changes accepted by committee

The revenue bill of 1950 established a new set of rules for the tax
treatment of certain employee stock options. As a result of this act
"restricted stock options" can be used as incentive devices by corpora-
tions who wish to attract new' management to convert their officers
into "partners" by giving them a stake in the business, to retain the
services of executives who might otherwise leave, or to give their
employeesgenerally a more direct interest in the success of the corpora-
tion. When an option qualifies as a "restricted stock option" no tax
is imposed at the time the option is granted or exercised. Instead the
tax is deferred until the stock is sold and at that time if certain condi-
tions are met any gain realized is a capital gain..

Before the Revenue Act of 1950, the Internal Revenue Service held
that the employee was taxable at the time he exercised the option and
at that time had ordinary income to the extent the difference between
the market value of the stock at the time of exercise and the purchase
price of the stock under the' option..
The House and your committee's bill retain the present "restcted

stock option" provision but imy certain changes to eliminate
ambiguities, to provide more defiJe rules with respect to problems
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raised since this provision was first enacted and to further the use of
stock options as incentive devices.
Under present law the tax treatment of the exercise of a "restricted

stock option" after the death of an employee is not provided for even'
though "restricted stock' options'; are transferable by will. It 'is'
believed that the untimely death of an employee should not penalize
his estate or beneficiaries by denying an option the status of a
"restricted stock option" merely because of the employee's death,
For that reason both versions of the bill provide that' the exercise' of;
"restricted stock options" by the estate or beneficiary of'a deceased
employee is to have the same tax effect as if the employee had exercised
the option (for an additional change made by your committee in this
area, see No. 2, below).' In addition, the estate tax attributable to
the inclusion of the option in the decedent's estate is to be allowed as
a deduction for income-tax purposes in the year in which the'estate or,
beneficiary has an increased income as a result of disposing of the.
stock acquired under the' option.
A further clarification provides that variable price; options may

qualify 'as "restricted 'stock options.) A 'variable price option is an
option in which the price to be paid by the employee for the stock is
determined by reference to the market value of the stock, for example,
an option permitting an employee to purchase stock at 85 percent' of
the valie of the stock. The variable price option was not easily
adaptable to the' statutory language of present law because, the
existing provision appears applicable'otily to an option which stipu-
lated its option price in dollars and-cets. It is believed that' variable
price options should -be able to qualify .as restrictedd stock options"
since they are widely' used by corporations to encourage the interests
of their employees i 'the affairs of their business.; Therefore, both
versions of' the bill provide that these options 'are to qualify as re-
stricted stock options if the option price is within 85 percent' of; the
value ofthe stock at tihe time the option was granted, and the other
qualifications of restricted stock options are met. A change your
committee made in the House definition of a variable option is de-
scribed below.' -

Under present law if an employer corporation' is reorganized in a
tax-free exchange and an employee has 'already exercised his option
no "disposition" occurs upon the exchange of ;his stock. Thus, he is
not at that time taxable'on ,any gain iesiilting from the exercised'of
the option. However when the reorganization, ;ccurs before the
employee ihas' exercised; his option! it is not clear that he still has ,a
"restricted stock option" if the 'reorganized corporation"'assumes
responsibility for the old option or issues, a new one. ,The House bill
allows a uccessp corporation to,. be co sidered as, the, employer
corporation and,provides that the change,ijti e tei'ofan optiQn.o
comply with a rea noagto. he ,considered,4 ,odification
As is explained in the reportronthe'IHsebill the preservatiQn of
employee's,rights in such a case.appears desirble because ther,eor-
ganizationi .is no an event t6he eiploy,ee, n control. Your nion
tee's bill as imep;lained below pryeervestie "resticte stock optio'
status of the option not only jp ,the, ca 'of i'eor'gaizaiiostuealspithe case of other corporate.t chnges

.;: A9St..,4 '!48599 'Go06
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.Both versions of the bill also provide that any options granted in
the future in order to qualify as restricted stock options may only
be exercisable over a period of 10 years or less. This action was taken
because options granted over a longer period of time are almost certain
to benefit the employee even if there is no action on his part to increase
the success of his employer,
Under present law a person who owns more than 10 percent of the

stock in his employer corporation cannot receive a "restricted stock
option." This is intended to prevent abuses where tile corporation
is closely held. However, the attention of the House and your com-
inittee has been directed to cases of stockholder-employees of closely
held corporations who use stock options to retain control of their com-
pany when procuring outside equity financing. This use of stock
options appears to be a legitimate business purpose and where the
option price is substantially above the market price of the stock and
the option may be exercised only for a limited time it would appear that
the options in these cases are not intended as compensation. As a
result both versions of the bill provide that if tihe option price at the
time the option is granted is at least 110 percent of the value of the
stock and the option is exercisable over a period not exceeding 6 years
an employee, even though owning more than 10 percent of the stock
of his employer, can receive a "restricted stock option." A further
change made by your committee in this area is discussed below.
The regulations under present law relating to the acquisition or

transfer of stock acquired under a "restricted stock option" in joint
tenancy have been incorporated in the new law. This is believed
desirable in order to insure that stock acquired in common-law States
may be owned jointly without incurring a tax liability.
Under present law when stock acquired under a "restricted stock

option" is disposed of prior to 2 years from the date the option was
granted or 6 months from the date the stock was acquired, the past
returns of the employee and the employer for the year the option was
exercised must be reopened to tax the employee and allow the em-
ployer a deduction for any difference between the option price and
the value of the stock at the time the option was exercised. The House
and your committee's bill provide that any necessary adjustments are
to be made in the year the stock is sold. This eases the administra-
tive problems presented by existing law.
The House bill also revised the rules for restricted stock options

where there have been modifications, extensions or renewals, How-
ever, since your committee also made substantial changes in this area
the entire problem is discussed below.

(2) Changes made by committee
The House provision treating an option exercised by an estate or

beneficiary of an employee in substantially the same manner as if the
option were exercised by the employee, while desirable and approved
by your committee, has created another problem. Where stock
acquired by ian estate by exercising an option, is transferred to a
beneficiary this event does not qualify as a "disposition" under present
law or the House bill and, therefore, there is no event at which time
ordinary income is reported for tax purposes on options issued at a
price between 85 and 95 percent of the' value of the stock. As a result
your committee has provided that the transfer to a beneficiary of
stock acquired by an estate upon the exercise of an option is to be
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treated as a "disposition" for purposes of reporting ordinary income
in the case of the options described above.
A "variable price" option is defined under the House bill as an

option where the purchase price of the stock under the option is not
fixed or determinable. It has been pointed out to your committee that
this might create a loophole by covering options where the option price
decreases as the value of the stock increases. For example, under the
House provision it appears that an option would qualify where the
option price decreases as the corporation's accumulated earnings
increase. To close this loophole your committee has provided that in
variable options the value of the stock is to be the only variable.

In determining the corporate organizational changes which may oc-
cur without disqualifying an option as a "restricted stock option," your
committee's bill takes a broader approach to the problem than the
House bill. Your committee has provided that in the case of a
corporate merger, consolidation, acquisition of property or stock,
separation, reorganization, or liquidation where there has been a sub.
stitution of a new option for an old option (or where the old option has
been assumed by the new employer) the old option is to be considered
as continuing in effect. Your committee found it possible to provide
this more liberal approach by requiring two conditions to be met in
these cases. The old option must be canceled (unless it is assumed and
no new option issued) and the value of the new option must not be
greater thatln that of the old option. In addition, as also is provided by
the House bill, the new option must not give additional benefits not
available under the old option.
Both the House and your committee's bill also made changes in the

riles applying in the case of the modification, extension or renewal of
an option. Under present law the modification extension of renewal
of an option requires that the option price not bo reduced unless the
value of the stock has increased since the option was granted. This
is detrimental to employees having optionsin stock where the value
of the stock has decreased. The House bill provided that if the option
was granted after December 31, 1953 or was exercisable over a period
of 10 years or less the earlier value of the stock would not control the
option price at the time of any modification, extension or renewal. It.
also, for options issued in 1954 and subsequent. years, defined: a
"modification" as any change which improves the position of the.
employee under the option but excluded from this term any changes
in the option attributable to a change in the corporate structure of, the
employer corporation. The House bill also provided that a ciahge in
an option to make it bothnonassignable'ahd exercisable'overa 10-year
period or less was not to 'be considered a modification in the case of
options issued'aft)r Februaiy 26, 19456,th* effective date for restricted
stock options under the Revenie Act of 1960.
Your c6mnitt6ee hile app ovinggeneral of these changes made

by the House bill, believes 'that' employees should not: b6 permitted:
to take advantage of temporai'ry:price declines in the stock to obtain
a more favorable; option, Fdr rthat reason it has provided that the
earlier price 'will apply i'less there ha'been a decline of atleast 20
percent in the value ofthe'stockfor year;or-ore;. With this change
your committee sees no reason to. distinguish between options issued
before or' after December'31,i1963. TIhts, underyour committee'
bill the new option price is available in the case of modification i
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the case of pre- and post-1954 options. The changes in the definition
of " modification" made by the House were retained by your committee.
The House bill provided that where an option is granted at 110

percent of the value of the stock and is exercisable only in a 5-year
period, the 10 percent stock-ownership provision does not need to be
met. Your committee accepted the House provision but has waived
the 5-year period for the exercise of the option where the option
actually is exercised within 1 year after the enactment of this bill.
This appears desirablee in that in the case of existing options there
was no way of knowing at the time the option was issued that a 5-year
restriction would be imposed by this bill for the exercise of these
options.
Your committee has also made certain other technical changes.

These include changing from December 31, 1953, to June 18, 1954, the
effective date, of the provision requiring options in order to qualify
as "restricted" to provide a 10-year period in which they can be
exercised and changing the requirements under the definitions of parent
and subsidiary corporations from those owning more than 50 percent
of the stock of another corporation to those owning 50 percent or more
of such stock.

XV. ACCOUNTING PROVISIONS

Present law provides that the net income of a taxpayer shall be
computed in accordance with the method of accounting regularly
employed by the taxpayer if such method clearly reflects the income,
and tie regulations state tiat approved standard methods of account-
ing will ordinarily be regarded as clearly reflecting taxable income.
Nevertheless, as a result of court decisions and rulings, there have
developed many divergencies between the computation of income for
tax purposes and income for business purposes as computed under
generally accepted accounting principles. The areas of difference
are confined almost entirely to questions of when certain types of
revenue and expenses should be taken into account in arriving at
net income.
The changes embodied in the House bill and in your committee's

bill are designed to bring the income-tax provisions of the law into
harmony with generally accepted accounting principles, and to assure
that all items of income and deductions are to be taken into account
once, but only once in the computation of taxable income.
A. Prepaid Income (sec. 452)

(1) House changes accepted by committee
Under present law payments received in advance for tlhe use of

property in future years or for services to be rendered in future years
are includible in the income of the recipient in the year they are
received. This is true regardless of the taxpayer's method of account-
ing. However, well-established accounting procedure provides that
in the case of those on an accrual accounting system payments for
rentals, club dues, warehouse fees, and the like should be included in
income in the year in which the income is earned and in the year in
which the related expenses are incurred. This is not necessarily the
year of receipt.
The House and your committee's bill permit accrual-basis taxpayers-

to defer the reporting of advance payments as income until the year,
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or years, in which; under the taxpayer's regular method of accounting,
the income is earned. However, both bills provide that'the period
over which the prepayments may be deferred cannot exceed 6 years
after the year of receipt. This limitation will not affect the great
majority of prepayments which are earned within 6 years, but will
reduce. substantially the administrative work.
Where amounts are received in advance and are not to be earned

within the 5-year period, taxpayers who have so elected are to take the
prepayments into account ratably over the period of the taxable year
of receipt and the 5 succeeding taxable years. With the consent of
the Secretary or his delegate, however, the taxpayer may allocate the
income in another manner.
Where a taxpayer dies or where, for any other reason, the liability

with respect to the deferred income ceases, the prepayments not previ-
ously reported as income become taxable in the year in which such an
event occurs.
The election provided in this provision is available only with respect

to advance payments received by a taxpayer in a taxable year begin-
ning after December 31, 1953.

(2) Changes made by committee
The House bill leaves in doubt the status of amounts received in

ad(lvance which are to be earned oyer an indefinite period. Your com-
mittee's bill includes a clarifying amendment which, provides that
such amounts (e. g., tickets or- tokens redeemable indefinitely) may
be classified in part as income to be earned over a''short period and
allocated to income in the year or'years proper under the taxpayer'
method of accounting, ind 'in part as income to be earned over a
period in excess of 5 years, 'dn' the' 'basis 'o6f' a reasonable estimat, in
accordance with regulations prescribed by the Secretary or his delegate.
B. Reserve for Estimated Expenses (sec. 462)

(1) House changes accepted by committee
Under preseinti law deductions for expenses and losses incurred by a

taxpayer may be taken only when all events have occurred which fix
the fact and the amount of the taxpayer's liability. This, in many
cases, is at variance with generally accepted accounting principles
which require all determinable liabilities relating to reported income
to be taken into.account. ,
The House and your committee's bill conform the .tax treatment of

expenses more closely to general business treatment, by permitting
an accrual-basis taxpayer to deduct reasonable additips .to reservYs
for estimated expenses. The expensestmustbe related to income taxed
during: the year (except for adjustment ori c9rrctiions of.previously
established reserves), nde 1llowabie ded4ctionis which the
Secretary or his delegate 1s satisfied can be estWiated,with reasonable
accuracy. A reserve is to be considered reasonable estimatedwhen
it is based on reliable'data orstatistical experiehe' 6f the taxpayer or
of others in similar circimst'c.'Ree.rfor.gehrb'ct enci,
indefinite future losses, or for amounts in litigation 'db not' falli 'this
category. ' ;,. ,, ; , ;(; ::i' ! '! l; "
At the end of each year these reserve are t6o be'adjusted t'reflect

the best estimatecurrentlyavailable; anyi amount bywhichfa reserve
is found ,to be excessive isfto 'be taken Xinto account in the -year o
determination..
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The election to establish reserves for estimated expenses is not
availal)le with respect to any reductionn attributable to income
rel)ortc(l in a taxable year beginning before 1954, or to prepaid income
which the taxpayer has elected to defer.

(2) C/anges made by committee
Your committee amended the House bill to provide that additions

to reserves are to-be taken into account in the discretion of the Secre-
tary or his delegate in order to conform the administrative control
in this area with the control provided under section 166 relating to
reserves for bad (lebts. Your committee also added a specific provision
to the effect that expenses estimated under this section must be
attributable to income taxed (luring the current year or to income
of precediing years for wlich reserves under this section had been
establ)lished.
The Houseo bill was silent on the status of deductions for expenses

attlil)utablle to taxable years prior to 1954 but actually incurred subse-
quent thereto. To clarify any uncertainty in this area your com-
mittee's bill provides that expenses incurred in 1954 and subsequent
years which )ertain to the income of taxable years preceding the first
year of election un(ler this section may be deducted as though this
section had not been enacted.
C. Initial Payment Before Use of Installment Method (sec. 453 I))

(1) House changes accepted by committee
Under present law, in order to use the installment method of report-

ing income in the case of sales of real property or casual sales of personal
property some payment must be made in the year in which the sale
occurs. There have been many legitimate transactions which could
not be reported under the installment method merely because there
was no payment in the year of sale.
The House and your committee's bill provide that in the future in

the case of a sale of real property or a casual sale of personal property
there need be no payment made in 1,he taxable year in which the sale
occurs.

(S) Change made by committee
The House bill required that in the year in which payments were

first received, such payments could not exceed 30 percent of the selling
price. This requirement would leave in doubt, for perhaps a number
of years, the status of certain salcA in which the intital payments are
indefinite and are not payable until some time subsequent to the year
of sale. Your committee's bill therefore, provides that sales of
realty and casual sales of personalty, which otherwise qualify, may be
reported under the installment method if in the year of sale either no
payments are received, or the payments in that year do not exceed
30 percent of the selling price.
D. Change of Method From Accrual to Installment (see. 4563 (c))

(1) House changes accepted by committee
Under present law a taxpayer who changes his accounting method

from the accrual basis to the installment basis pays a double tax on
certain income. Under the accrual method the entire profit:: from a
sale is taken into account in the year of sale, regardless of when the
collection is made. Under the installment method, the profit from
a sale is recognized piecemeal as the cash is collected. In the early
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years following a change from the accrual to the installment method,.
present law taxes portions of the profit realized from all installment
collections including profits in collections on sales made before the'
change which previously had been reported as taxable income under
the accrual method.
The House and your committee's bill provide that a taxpayer

shifting from thie accrual to the installment method of accounting is
not to be taxed twice on the same income. The tax attributable to
an amount included in income for the second time is eliminated or
is at least decreased to the extent of the tax attributable to its
inclusion under the ,earlier method of accounting.

(2) Changes made by committee
None.

E. Other Changes in Methods of Accounting (sec. 481)
(1) House changes accepted by committee

At present taxpayers who request permission to change their method
of accounting (other than to the installment method), or to change
the manner in which they compute significant items such as inven-
tories, are required to make certain adjustments in the year of the
change. These transitional adjustments are necessary to prevent
income and expenses from being reported for tax purposes more than
once and to prevent the omission of certain income entirely. Under
certain circumstances, however, where a change in accounting method
is made involuntarily, the courts have denied the Internal Revenue
Service the right to require these adjustments. In other cases where
the adjustments are made, the tax resulting from a "bunching" of
income in the year of change is a burdensome one for the taxpayer.,'

'Tho House bill and your committee's bill provide an averaging
device where the taxpayer has'had at least 2 years',experionice under
the old method of accounting and where the transitional adjustments
result in an increase in taxable income of more than $3;000 in the year
of the change. The averagingdevice to be used provides that the
tax resulting from the change is limited by the tax that would result
if the net transitional adjustment were spread' evenly over the year
of the change and the 2 preceding:years.
Your committee retained the. feature in the Housbe bill that

authorizes the taxpayer to take into account the transitional iadjutst
ments in any manner,' and in any years, prior or subsequent to the
year of change, agreed upon with the Secretary or his delegat' in
accordance with regulations. '

(2) Change8 mdde by committee
The House bill wouldhave -required taking into, account the entire

transitionaladjustmentdetermined<. th Seretary or his; deleg:t0
to be necessary to prevent duplicating iteimsof ircomeRnd deduction:,under the :new method etf accounting. Your committee' feltitihat p
mnitting the entire adjustmet would result, meffept,in adjustig.for
errors which occurred duirmg years when ther:o; nos , st.tiqtory
au thority foriimaking such adustment., The res tt finder the, 6use
bill would be harsher on taxpnyemrsn mo.pt:isne44hf&! jivoi y
change than the..esults of recent court;dci0iunst,;Therefore, .yio
committee's bill provides that: the portion ot ,the 'net transitional
adjustment which corrects errors made prior ti 1954 will not be made.
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The transitional adjustments in all future changes under your com-
mittee's bill will be those resulting from a change in accounting
method determined (under the facts) to be necessary to adjust for
erroneous treatment of items subsequent to 1953.

In addition, your committee's bill provides another limitation on
the tax liability resulting from a change in accounting method. The
tax resulting from a change is limited to the aggregate of taxes which
would result from allocating the adjustments to years prior to the
year of change (but subsequent to 1953) by recomputing taxable
income for those years under the new method of accounting. This
limit on tax liability will be effective only to the extent that the
records of the taxpayer are adequate to permit such recomputation.
F. Accriual of Real Property Taxes (sec. /61 (c))

(1) house changes
Th'!e ouse provision is discussed below with your committee's

action.
(2) changee made by committee

Under present law a deduction for the payment of local property
taxes accrues upon the (late when the amount and liability for the tax
become fixed. In many jurisdictions the amount and liability for a

property tax for the calendar year 1955 would be fixed on a date late
in 1954 and, under court decisions, is deductible for accrual-basis
taxpayers only' at that time.

T'le house bill provides that an accrual-basis taxpayer must in the
future accrue a real property tax ratably over the period for which
the property tax is imposed.

Special rules were provide(l by the House to cover the transitional
problems which might arise as a result of the change. These rules
would create a gap in property tax deductions and would artificially
inflate income in the year of transition for many taxpayers who had
deducted 1954 taxes in an earlier year.
Your committee's bill, therefore, provides that real property taxes

related to a definite period of time may, at thie election of tile taxpayer,
be accrued ratably over that period. Making the provisions elective
will permit those taxpayers whose income would otherwise be distorted
in the transition year to continue consistently the method under which
their real property taxes have been accrued in the past. The transi-
tional rules will apply only in those cases in which an election is made
under this subsection.
G. 62- or 5S-Week Year Accounting Periods (sec. 441)

(I) House changes accepted by committee
Under present law the accounting period used by a taxpayer in

computing taxable income must end on the last day of a calendar
month. Taxpayers in certain industries (e. g., retail sales, meat-
packingi radio and television) for business reasons close their annual
accounting period on a particular day of the week rather than on the
last day of the month. The books- of these taxpayers are closed on
whatever date a particular day of the week occurs for the last time in
a calendar month (or falls nearest to the end of a calendar month).
As a result their annual accounting periods consist of 52 weeks (364
days) in 5 out of 6 years, and 53 weeks in the sixth year.
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The House and your committee's bill enlarge the term "fiscal year"to include this 52- or 53-week period. This willimake it possible for
taxpayers who use such a period for business. purposes to elect to use
the same period in the computation of income for tax purposes,.

Special rules are provided for effective dates and for the transitional
problems which may arise in the, year of change.

(2) Changes made by committee
The House bill restricted the use of the 52- or 53-week fiscal year to

corporations. Your committee's bill provides that this fiscal year
may be elected by any taxpayer who uses such an accounting periodfor business purposes. Other technical changes have been made by
your committee.
IH. Revenue Effect

It is estimated that the changes made by the House and your com-
mittee relating. to accounting periods and principles wilI decrease
revenues by $47 million in the fiscal year 1955.

XVI. TAX-EXEMPT ORGANIZATIONS
A. Employee Trusts ,

Provisions relating'to thie applicationn of the rules governing tax-
exempt organizations' o qualified employee trusts are discussed under
the section 'of this rpb6rt' relating to pension, stock bonus; and profit-
sharing plans (see XIIl-H).
B. Types of Exempt Organizations (sec. 6Q1)

(1) House changes accepted by committee
The Hoii'se bill'did'not'add any' types of organizations to the group

exempt fromrn Federal ta'x...
(2) Changes made by committee

Your committee has added to the group ,of exempt, organizations
corporationsorganized and operated exclusively for purposes of test-
ing for public safety no'part of the.earnings of,.Which inures to the
benefit of a private shareholder or individual.', ,

C. Demnal o 'emi(nc.(se 504) '.

(1) Hose changes accepted by committee'
The House bill did not make any, changes in the nature of the pro-visions which deny tax-exemptibn, to; certain of tbe organizations

listed in section 501 if they engaged in certain prohibited'transactions.
(2) Changes made by committee: ;;

In this area one.change of:'a' clarifying'!nature was added by' yourcommittee' which is intended to' make clear the; ajpplicati6n of the
prohibition against dinreasonable accumulations< 0of .trist in 'two
types of situations. .Theisietioni*ill not' beiapplied at'all to a testa-
men tary trust established before Januaty -1:i1961i 1l In the case,.of
a trust created by 'the will'of':decnedn;,dyigaf'r'Jauary 1:951if the terms of the trust require an accumula tion-iof iie,'^i e'rule
prohibiting accumulations which are unre'anablei'i^'aount, or
duration willbeiapplied 'onfly 'during-a -taxaBld, 'yar b iiiig iiore
than 21 years after the date of death of the last life in belIdsgigiatain the trust instrument.
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D. Business Leases (sec. 514)
(1) HIouse changes accepted by your committee

Under. present law educational, charitable, and certain other
organizations are subject to tax on their rental income derived from
leases for more than 5 years, to the extent of their outstanding
ind()te(lness which was incurred to acquire or improve the leased
property. The]House bill sul)jects rental income to tax where bor-
rowed funds are used to acquire or improve property which is leased
for a time of less than 5 years but where the same business tenant
occupies the property for more than 5 years. The tax is to become
applicable only in tile sixth year in which such tenant occupies the
property. As in the case of leases for more than 5 years the tax is
to apply only to the extent outstanding borrowed funds were used to
acquire or improve the property. TIle House bill makes an exception
to the unrelated business income provisions where a tax-exempt
organization borrows funds to purchase property and Such property
is leased to several tenants provided that the tenants occupying 50
percent of the property have leases for less than 5 years.

(2) Changes made by committee
Your committee has retained these features of the House bill, and

to make the exception effective it is provided that where tenants have
the custom of making 5-year leases a new lease may be signed during
the last half of the term of the old lease without the two terms being
tacked on and treated as a lease longer than 5 years.

XVII. ACCUMULATED EARNINGS TAX

Section 102 of existing law imposes a special tax on any corporation
formed or availed of for the purpose of avoiding the surtax on share-
holders by permitting earnings or profits to accumulate in the cor-
poration. The statute further provides that if earnings and profits
are permitted to accumulate beyond the reasonable needs of the
business, this fact will be considered determinative of the purpose to
avoid tax unless the corporation proves otherwise by the clear pre-
ponderance of the evidence.
Numerous complaints have been received that this provision is

prejudicial to small business, that it has been applied in an arbitrary
manner in many cases, and that it is a constant threat to expanding
business enterprises. Fear of the penalty tax is said to result fre-
quently in distribution of funds needed by the corporation for expan-
sion or other valid purposes.
The House and your committee believe it is necessary to retain the

penalty tax on unreasonable accumulations as a safeguard against
tax avoidance. However, several amendments have been adopted to
minimize the threat to corporations accumulating funds for legitimate
business purposes and to restrict the application of the provision in
the case of small companies.
A. Corporateion Subject to Tax (see. 682)

(1) House changes
The House provision which was rejected by your committee is

discussed below.
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(2) Changes made by committee
Under present law the section T02 tax is theoretically applicable

to publicly held as well as closely held companies. AM a practical
matter, the provision has been applied only in cases where 60 percent
or more of the stock of a corporation is held by a limited group.
The House bill provided a specific statutory exception for any 'or-

poration which has more than 1,6500 shareholders and no more than
10 percent of the stock of which is held by any individual (including
the members of his family). The corporation must demonstrate its
right to the exception by showing that it meets the stock ownership
requirement.
Testimony before your committee has indicated' that it would be

very difficult for many coio'orations which are generally recognized
to be'publicly held 'to establish 'from its records that not more than
10 percent of its stock is held by an individual and members of his
family. Yet if publicly' held corporations are 'to' be exempted from
this tax it is recognized that 'a requirement of this type is needed.
In view of this and the fact that this tax is hot now in practice applied
to publicly held corporations, your committee believed it was desirable
to remove the exemption provided for such corporations by the House
bill.
B. Reasonable Needs of the Business (sec. 633 of House Bill and sec.

637 of Committee Bill)
(1) House changes accepted by committee

One of the principal reasons for confusion as to application of the
section 102 tax has been the lack of adequate standards as- to what
constitutes the reasonable needs of the business.. Some of tthe stand-
ards informally employed in the past, such as the distribution of 70
percent of earnings, have been erroneous or irrelevant. More often,
in the absence of adequate guidance, revenue agents in examining
cases have applied their individual concepts as to business needs.
As a result some improper criteria developed which have led, to

criticism of the tax on unreasonable accumulations. . One such prin-
ciple is the so-called immediacy ,test,. under which there must be 'an
immediate need for the funds in order to justify the tretention- of
earnings. In some cases section 102-was applied even. though the
corporation had, definite plans for, expansion and the bona fides'of the
expansion program were not in question.; ;; ..,,,
In order. to eliminate' the immediacy .tet, both the' House and your,

committee have expressly provided in the statute that tie reasonable;
needs of the business' shall include! the irfreasonably anticipated"'needs
of the business.:! It is contemplated'that:this amendrnient will cover.-
the case whereithe taxpayer has specificand'definite plans fOr acquisir:
tion of buildings or equipment for use ih the bisinss,, It would riot
apply where- the future plans are, vague- and ,indefinite, or where,
execution of theiplans is postponed indefinitely.,,, , , ,. :;,. ..i,
The criticism' has also been made :that,' in .determiiiing the reason-i

able needs of the biisinews,:consideration has been frequently given:,to'
events occurring after:the close of ithe taxable year. Yi:our:committee J
agrees with the House,thht only the facts as bf the.close of the taxable,:
year should be takeniintoacountindetermihing whether:aniacmu-
lation is reasonable,, If the retention of earning is justified as of the
close of the taxable yearsubsequenit events should not beWused for the
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purpose of showing that the retention was unreasonable in such year.
however, subsequent events may be considered to determine whether
the corporation actually intended to consummate the plans for which
the earnings were accumulated.
Another subject of controversy in the administration of section 102

has been the use of retained earnings for the purpose of acquiring
another business enterprise. Under existing interpretations, retained
earnings may be invested in a business enterprise operated directly
by the taxpayer, but doubt exists as to the operation of such a business
through a subsidiary corporation controlled by the taxpayer. Your
committee again agrees with tlhe House that where the taxpayer has
80 percent or more of the voting stock of another corporation, the
taxpayer should be viewed as though it engaged directly in the business
of such other corporation. If the taxpayer's ownership of stock is less
than 80 percent in the other corporation, a factual determination
should be made as to whether the funds are employed in a business
operated by the taxpayer. However, the operation, through stock
ownership of a personal holding company, an investment company,
or a corporation not engaged hi the active conduct of a trade or
business, should not provide a basis for the exclusion of the funds
from possible apI)plication of the accumulated earnings tax.

(2) C(hanges made by committee
Your committee has revised the draft of the House provision to

indicate in section 537 that the reasonable needs of the business
include the reasonably anticipated needs of the business instead of
stating this in a parenthetical phrase in section 533. This is neces-
sary to make it clear that the reasonable needs of the business,
wherever it appears in connection with this tax, includes reasonably
anticipated needs.
C. Burden of Proof (sec. 634)

(1) Ioeuse changes accepted by committee
At the present time if the Commissioner of Internal Revenue

proposes a deficiency on the ground that the taxpayer has accumu-
lated earnings and profits in excess of the reasonable needs of the
business, the taxpayer has the burden of proof as to the reasonable-
ness of the accumulation. Moreover, if earnings and profits are
accumulated in excess of the reasonable needs of the business, the
accumulation is deemed to be for the purposes of tax avoidance
unless the taxpayer proves otherwise by the clear preponderance of
the evidence.
Your committee agrees with the House that this imposition of the

burden of proof on the taxpayer has had several undesirable conse-
quences. The poor record of the Government in the litigated cases
in this area indicates that deficiencies have been asserted in many
cases which were not adequately screened or analyzed. At the same
time taxpayers were put to substantial expense and effort in proving
that the accumulation was for the reasonable needs of the business.
Moreover, the complaints of taxpayers that the tax is used as a threat
by revenue agents to induce settlement on other issues appear to
have a connection with the burden of proof which the taxpayer is
required to assume. It also appears probable that many small tax-
payers may have yielded to a proposed deficiency because of the
expense and difficulty of litigating their case under the present rules.

70



INTERNAL RI1'VNUE, CODE OF 1964

Under the House and your committee' 'bill, the' taxpayer may,
upon receipt of notice of a proposed deficiency witl respect to the
accumulated earnings tax, file a statement of the grounds (together
with sufficient facts to indicate the basis for the statement) on Which
the taxpayer relies to establish the te'asonableness of the accumulation.
If the taxpayer submits such a statement within the proper time, the
burden of proof will be upon the Government as to whether the accu-
mulation is in excess of the reasonable needs of the business. If the
taxpayer does not file such a statement, it'must bear the burden of
proof as under existing law. In addition, if the taxpayer presents
grounds in its statement which are not supported by the facts in the
statement, the burden of proof with respect to these grounds must be
borne by the taxpayer. If the Secretary or his delegate fails to give
the taxpayer notification prior to the issuance of a notice of deficiency,
then the Government must bear the burden of proof even though the
taxpayer has filed no statement.

(2) Changes made by committee
Apart from changes made to conform this section with changesmade

in other sections your cohimittee made Only one substantive change
in the House provision. The House provision requires that with tHie
statement submitted by thie taxpayer to shift the burden of proof
there must also be submitted "facts sufficient to apprise the Secretary
or his delegate of the basis thereof." Your committee believed this
requirement was somewhat too rigid and has substituted "facts suffi-
cient to show the basis thereof."
D. Computation' of Accumulated Taxable Income Before Credit (sec.

56365 (a) and (b))
(1) House changes accepted by committee

The House and your committee have revised and simplified the
provisions relating to. computation of' the accumulated earnings tax.
The foreign tax credit is to be allowed in determining the amount
subject to the accumulated earnings tax. The corporation also is to
be given credit, in computing the accumulated: earnings tax, for
dividends paid not later than the 15th day of the third month following
the close of the taxable year. The latter amendment will aid cor-
porations which make distribution shortly after the close of- the tax-
able year on the basis of their financial position at the end of the year.

(2) Changes made by committee
Your committee made only technical changes in the first 2 sub-

sections of section 535. It provided that the alternate capital gains
tax is to be deducted as a tax rather than deducted as a part ofthe
long-term capital gains tax.
E. Accumulated Earnings Credit (sec. 558.(c))

(1) House bangesaccepted by'committee
Under present law small corpoatiobis 'ar' fi6Cjuei t1l 'unableuto

accumulate funds needed for expanon because of the threat of section
102. An analysis of section 102 deficiencies in recent year ShoWs, that a
large percentage of,: te, tal umirqf deficie!ii68 a 4daw ndcxl-
lected involve reUey sm.coroatioos, ~i.A,targip, e ,

the taxpayers i isr up. pa thscontest. The record 'a.gestthat the difficulties; of, proof and tie,
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cost of litigation frequently prove to be insurmountable obstacles to
the smaller companies.
While the change in the burden of proof and clarification of criteria

for application of the penalty tax will be of benefit to the small com-
panies, it also appears desirable to provide a minimum amount which
will not be subjectto tie accumulated earnings tax. Under the House
bill a minimum accumulated earnings credit of $30,000 is provided.
As is in(licated below, your committee increased the minimum and
also made other changes of considerable significance.

(2) Changes made by committee
Your committee has substantially revised the accumulated earnings

credit provided by the House bill. It has provided a credit for the
profits of the taxable year which are retained for the reasonable needs
of the business and provided that in no case is this credit to be less
than the amount by which $60,000 exceeds the accumulated profits of
the corporation as of the end of the prior year. This in effect provides
two changes in present law. In the future this tax will apply only to
the amount unreasonably accumulated. Moreover, in no case will the
tax be imposed on any corporation which has not accumulated earn-
ings to the extent of $60,000. However, earnings may, of course, be
accumulated in excess of $60,000 where the accumulation is for the
reasonable needs of the business.
Your committee has provided that this tax is to be imposed only on

the amount unreasonably accumulated because it sees no justification
for imposing a penalty tax on accumulated earnings to the extent that
the earnings were needed in the business. It is believed that it is
this aspect of the tax which taxpayers generally find particularly
alarming, because, while they may be confident that they can justify
the accumulation of most of their earnings, they may fee less certain
about a minor portion of their accumulations and fear that this will
subject their entire accumulated earnings to tax.

Tile committee approved of the principle adopted by the House of
providing a minimum accumulation for small businesses which in any
case is free of this penalty tax but believed the $30,000 provided by
the House was too small. For that reason it increased this minimum
figure to $60,000.

It is estimated that the changes made by the House and your
Committee in the accumulated earnings tax will decrease revenues in
the fiscal year 1955 by $10 million.

XVIII. PERSONAL HOLDING COMPANIES

Both the House and your committee have retained the provisions
of present law which impose a special tax on the undistributed income
of personal holding companies. Several amendments have been made,
however, to relieve inequities and to provide for more effective
administration of these provisions.
A. Definition of Personal Holding Company (sec. 542)

(1) House changes accepted, by committee
Under existing law a corporation first becomes subject to the

personal holding company provisions only if it meets two tests
80 percent or more of its gross income is personal holding company
income as defined in the statute, and 50 percent or more of its stock
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is owned by five or fewer individuals includingg memhibers·of their
families). If in any 1 year the corporation meets the 80 percent
income test, then the percentage test is 70 percent for each of the
next 3 years. Your committee agrees with the House that the appli-
cable percentage for the income'test should be the same in each year
and accordingly has accepted the House provision eliminating the
70 percent test. The single 80 .percent' income test will provide for
more uniform treatment of taxpayers and Will avoid the entrapmentof
taxpayers which may occur under present law.
The stock ownership requirements have been retained in sub-

stantially their present form. It' has been suggested, however, that.
the purpose of these provisions may be negated where stock it owned
by a tax-exempt organization or charitable trust. To prevent this
form of avoidance, the House and. your committee's bill provide
that an exempt organization or charitable trust is to be counted as an
individual in determining,whether 50 percent or more of the stock is
owned by five or'less individuals.
The application of the personal holding company provisions to cor-

porations filing a consolidated return has produced uncertaint' under
existing law when the common parent corporation receives dividend
income from members of the group.. In this situation it would appear
that the group should be considered as a single corporation to deter-
mine whether the personal holding company income test is met.
Accordingly, the provisions which have previously been applicable
to affiliated groups of railroad corporations are extended to other
affiliated groups. The qualifications for the group, which are different
however, under the House and your. committee's bill, are discussed
below.

(2) Changes made by committee
The House bill' provides that a consolidated return may be filed

by a group (other than a group of'ailroads)'for purposes of the
personal holding company tax if (1) the. common parent derives 80
percent or more of its; income from the affiliated group for the' 3
preceding-ta'able years, (2) no member of the gr oup ould be' a
personal holding' company if its income derived from 'the'group is
disregarded, and (3) no member of the group is a corporation exempt
from the personal holding company provisions.
Your' committee sees no reason why, in determinig whether the

personal holding company tax applies; a parent corpoi'ati6i whiich
derives more than 20 percefit of its inconiie from its own operations
should be deprived of the priVilege6 ofhaiVingits income consolidated
with that oflits subsidiaries. As i 'restilt'you'iicoiiittee has stricken
the first requirement provided by the House bill. : i
With respect ito the, second requirement, the attention of.yoirCom-

mittee has' been called to the 'fact, thattwherecorporation receives
almost all of its income from subsidiaries, oi'thercomem, although
incidentalmay be of the viestmit d heefo,
ment of the Houseubill a'~'dfy:i ehright'oifie a c:xioidatyl ;e.
turn' for purposes of:apptlyin the gi.6 incmui."exie ,'
fore your'obmmitte' h-as:irovijded th t iiinmmi:oi outsideth ih.>-
solidated' group is to "Sb te:td' unde ttlii senad to use r'e4irieiit
only if it d'ns4tities 10 peiceint'ori'ir6"of th'mpaiy': s ;incoi.4

In addition,four comiitee las provided that dividends ceied
by the common parent corporation from a corporation in which it
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owns more than 50 percent of its stock shall not be taken into account
in applying the 10 percent test.
B. Personal Holding Company Income (sec. 543)

(1) HIouse changes accepted by committee
The definition of personal holding company income has been

amended by the IHoI'se and your committee in'two respects. Under
present law cases of hardship frequently arise when a corporation rents
property to its principal stockholders. Such rental income is treated
as personal holding company income and the corporation may be sub-
ject to the penalty tax. This provision was originally inserted in the
law with respect to incorporated yachts and residence but has been
applied in tlhe case of many legitimate business enterprises. The
House an( your committee have provided that such rental income is
not to be treated as personal holding company income unless the corpo-
ration has other personal holding company income amounting to 10
percent or more of its total gross income. In the absence of appre-
ciable amounts of other investment income, rental income received
from shareholders does not constitute a tax avoidance problem.
Your committee has made a clarifying amendment, which is de-
scribed below, to the House provision.
The second amendment to the definition of personal holding com-

pany made by the House and your committee makes it clear that
gains from the sale of securities or commodities are not to be considered
as gross income to the extent of the losses on such sales. Thus gross
income and personal holding company income will reflect only the net
gains from such transactions.

(2) Changes made by committee
Your committee has amended the House bill to make clear that in

determining whether the corporation has more than 10 percent of its
income from personal holding company sources, rental income from
persons other than shareholders is not to be considered as personal
holding company income. Accordingly, the exception in the House
bill will be clearly applicable, for example, in the case of property which
is rented both to shareholders and to persons who are not shareholders
in the corporation.
A second amendment by your committee to the House bill excludes

from the definition of personal holding company income interest
earned on special reserve funds established under the Merchant
Marine Act, 1936. Such interest is required to be retained in the
reserve funds under tlhe Merchant Marine Act for investment in
shipping and should not be treated as personal holding company
income.
C. Undistributed Personal IHolding Company Income (sec. 546)

(1) House changes accepted by committee
In the computation of undistributed income subject to the personal

holding company tax, the deduction for taxes has been clarified by the
House and your committee to provide that taxes are to be deducted
when accrued. Under existing law there has been, considerable con-
fusion as to whether taxes may be deducted in the year paid or in the
year accrued. Both versions of the bill permit taxpayers who have
been deducting taxes when paid to continue to do so but such tax-
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payers may, if they so desire, make an irrevocable election at any time
to change to the accrual method.
The deduction allowed for taxes in computing amounts subject to

the personal holding company tax has been extended to include
foreign taxes claimed as a credit fo' income tax purposes.
Other amendments made by the House and your committee to the

personal holding company provisions include technical revision of the
1 year net operating loss carryforward allowed to personal holding
companies, and limitation of the provision of present law which ex-
cludes amounts subject to a lien from the personal holding company
tax. The lien provision has been amended to provide that any in-
come excluded under this provision is to be included in the income of
the corporation for the year in which the lien is released. Dividends
attributable to such an inclusion will be taxable to the shareholders
either in the year of dividend payment or, at the election of the tax-
payer, ratably over the period of the lien.

(2) Changes made by committee
The committee made only technical changes in this section. These

include the restoration of the deduction for the capital loss carryover
provision for the deduction of any alternative tax paid as a tax rather
than as a part of the capital gain deduction, and minor changes in the
charitable contribution deduction.
D. Deduction for Deficiency Dividends (sec. 547)

(1) House changes accepted by committee
The deficiency dividend provision, which enables a corporation to

eliminate a prior personal holding company. tax by making a special
distribution of dividends, h/s been made generally applicable except
in the case of fraud for willful'ailiure to file 'ah income tax return.
The technical requirements applicable to deficiency dividends have
been simplified in both versions of the bill in order to encourage such
distributions. The benefits of the provision may be obtained by an
informal agreement signed by the taxpayer and the Commissioner's
representative in lieu of the cumbersome closing agreement procedure
required at the present time.

(2) Changes made by committee
None.

E. Consent Dividends (sec. 5665)
(1) HIouse changes accepted by committee

The consent dividend provisions of existing law were enacted in
connection with the undistributed profits tax in the 1930's to enable
corporations to comply with dividend distribution requirements with-
out the necessity' of an actual payment Of dividends. Since the expira-
tion of the undistributed profits tax the consent dividend provisions
have been used only by personal holding companies. The House
report indicated that in view of :the limited use of these provisions
and the liberalization of the deficiency dividend procedure, it had
decided to eliminate these complicated provisions from the law,

(2) Changes made by committee
Your coimmiittee has restored the consent dividends' provision.

Although these provisions are not frequently employed, they may be
48000'-54- 6
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vital to a corporation which is required to distribute its earnings under
the tax laws but is prevented trom distributing cash because of loan
restrictions, insufficiency of liquid resources, or for other reasons.
Consent dividends may also be used where the shareholders discover
after the close of the taxable year of the corporation that distributions
during tilhe taxable year have been inadequate. Under such circum-
stances the shareholders may, by the use of consents, agree to treat
certain amounts as distributed during the taxable year. Your com-
mittee sees no reason why the corporation should not be entitled to
credit for the distribution if the shareholders agree to include the
amount in their income as a dividend.

However, your committee recognizes the validity of complaints
directed to the complexity of the consent dividend provisions of the
)present law and has substantially redrafted these provisions in the
interest of simplicity.
F. Integration of Income and Personal Holding Company Tax (sec.

6501 (J))
(1) House changes accepted by committee

Under both the House and your committee's bill, the personal hold-
ing tax has been integrated with the income tax so that a single return
will serve the purposes of both taxes. It is anticipated that the Internal
Revenue Service will provide a separate schedule to be filed by com-
panies subject to this tax.
The integration of the taxes will eliminate the problem that arises

under present law when a corporation subject to the tax fails, because
of negligence or poor advice, to file a personal holding tax return. In
such cases, the period of limitation on assessment of this tax remains
open indefinitely, and the corporation may be barred from making a
d(leficiency dividend distribution unless it can demonstrate that the
failure to file a return was (due to reasonable cause. Under both
versions of the bill, the filing of an income-tax return will begin the
running of the statute of limitations for both taxes. However, the
period of limitation for assessment is extended to 6 years with re-
spect to the personal holding company tax if the corporation fails to
furnish information as to its stock ownership and items of personal
holding company income.

(2) Ch tnges made by committee
None.

XIX. WOlRTHLESS STOCK IN AFFILIATED BANKS (SEC. 582)
(1) IIouse changes accepted by committee

Under present law, losses on completely worthless stock or securities
owned in a affiliated corporation are allowed as an ordinary loss if 90
percent of the aggregate gross income of the affiliated company for all
taxable years was derived from sources other than investment income.
In the past banks have not qualified for tliistax treatment because
most of their income is derived from investment sources.
Both versions of the bill reniove this restriction in thie case of banks

by treating stock held in an affiliated bank as a noncapital asset. This
provision places banks on a parity with other business corporations.
Although the principal qualification of other types of business affilinttes
entitled to such tax treatment is noninvestment income, this rule was
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adopted to limit the tax benefits to companies whose affiliates were
engaged in the same general type of business as the 'parent, rather
than those used as a dumping ground for undesirable investments.
Since loans and investments are the stock in trade of banks, it appears
discriminatory not to. allow banks a similar opportunity to take an
ordinary loss on worthless stock in an affiliated company.

(2) Changes made by committee
None.

XX. NATURAL RESOURCES

A. Rates of Percentage Depletion (sec. 613 (b))
(1) House changes accepted by committee

Under present law taxpayers owning economic interests in specified
types of mineral deposits are allowed percentage depletion deductions
whenever these exceed depletion based on capital costs. Such deple-
tion is computed as the'lesser of (a) a statutory percentage of gross
income from mineral property or (b) 50 percent of the net income from
the property before depletion. On mines of minerals not accorded
percentage depletion, discovery depletion may be deducted as an
alternative to cost depletion if discovery value materially exceeds
investment costs.
Under the House and your committee's bill there are a few in-

creases, but no reductions, in the rates of percentage depletion allowed
by present law and regulations. The 2 versions of the bill have
continued the present rates of percentage depletion of 27% percent
for oil and gas and 23 percent for sulfur. "Under the new provisions,
depletion allowances, other than those for oil, gas, and sulfur, are
divided into two groups: Specific items depletable at 15, 10, and 5
percent and another general class for all other minerals.
The specific 15 percent group includes: Metal mines, rock asphalt,

vermiculite, and ball, china, and sagger clay. All of these items under
present law are entitled to the 15 percent rate.
The specific 10 percent group contains: Asbestos, brucite., coal,

lignite, perlite, and wollastoaite. Under present law all of these
items receive the 10 percent rate, although lignite has been covered
only by an interpretation that it is a grade of coal.
The specific 5 percent category includes all the items presently

listed at 5 percent except those given a higher rate, and in addition the
5 percent class is to include peat and mollusk shells (including clam
shells and oyster shells).

Generally the mineralsir thi above categories will receive the stated
depletion allowance regardless of the way they are used. All other
minerals not specifically listed are placed in a general class to receive
percentage depletion at the rate of 15 percent, subject to the limitation
that if they are used for certain purposes for which crushed stone is
commonly used they are to be entitled to a percentage depletion rate
of 5 percent. This use test is imposed to prevent discrimination in
percentage depletion rates betweenmaterials which are used competi-
tively for the same purposes. The general 1 percetit category includes
all the minerals not specified in the above groups which under present
law receive in a few cases 10 percent, but, for the most part,;5 percent
depletion It also includes, for example quartz sands or pebbles when
sold for their silica content, and hovactite. In addition this general
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group also covers minerals for whichll percentage depletion is not
presently available such as natural mineral pigments, olivine, and
kyanite, but it does not include dirt, sod, or mosses, or minerals taken
from the sea or air or from similar sources.
The classification of nonmetallic minerals into those broad all-

inclusive groups makes it possible to eliminate the discovery value
depletion provisions of present law.

(2) Changes made by committee
Your committee's bill makes some specific changes and additions.

r'l'eeffect is to increase the allowable rates. in some instances but to
mDnke no reductions as compared either to present law or the House
bill.
Under your committee's bill uranium would receive the 23 percent

d(lel)tion rate instead of being included with other metal mines in the
specific 15 percent group.
A new 23 percent group is established for the following strategic

and critical minerals if they are produced from deposits within the
United States: Anortliosite (to the extent alumina and aluminum
colpoln)llds are extracted from it), antimony, asbestos, bauxite, beryl,
bislmulth, cadmium, cclestitc, clu'omite, cobalt, columbium, corundum
fluor spar, graphite, ilmnenite, kyanito, lead, lithium, manganese,
mercury, mica, nickel, platinum and platinum group metals, quartz
crystals (radio grade), rutile, block steatite talc, tantal um ,thorium
tin, tulgstenl, vanadium, zinc, and zircon. When these minerals are
produced from deposits outside the United States they will be entitled
to percentage depletion according to the rate classification provided in
thie House bill, namely, the specific 15 percent group for metals, the
specific 10 percent group for asbestos, and the general 15 percent
group for other nonmetallics. In the case of those metal ores specifi-
cally listed in tihe 23 percent category, depletion will be determined
in the same manner and with regard to thle same ordinary treatment
processes as provided under the category of "metal mines".

Bentonitc, under your committee's bill, is placed in the specific 15
percent group instead of being included in the general class which is
subject to the use test. Sodium chloride is moved from the specific
5 percent to the specific 10 percent group.
Your committee has also modified the treatment of various types

of stone. This is done by placing stone in the general class of all other
minerals when used, or sold for use as dimension or ornamental stone.
IUnder the House bill minerals falling in the general class and used as
dimension or ornamental stone, as well as for common road material,
would be restricted to 5 percent depletion. Your committee's bill, in
contrast to the House provision, does not name chemical grade lime-
stone, metallurgical grade limestone and slate in the specific 15 percent
class, nor granite and marble, in the specific 5 percent class. Under
your committee's bill the 5 percent rate will be applicable to stone
when used or sold for use by the mine owner or operator for purposes
other than dimension stone and ornamental stone. The use test'
which d(eterm ines which minerals of the general class receive 5 instead
of 15 percent depletion, is limited to use as riprap, ballast, road
material, rubble, concrete aggregates or for similar purposes. Thusg
all types of stone which are used as dimension or ornamental stone
will receive 15 percent depletion. fBut when any mineral in the
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general class is used for such purposes as ballast or road material it
will receive the 5 percent rate which is the name as the rate specified
for gravel and sand.
Although the general class of other minerals provided by tllhe House

bill is designed to cover all minerals now entitled to percentage deple-
tion but not specifically mentioned in the bill, a number of complaints
have been received by your committee that this proposed treatment
is less clear than present law. For this reason, and without limiting
tlhe scope of the general class, your committee has included in it the
names of the following minerals which are in the present law: Aplite,
barite, bauxite, beryl, borax calcium carbonates, refractory and fire
clay, diatbmaccous earth, dolomite, feldspar, flake graphite, fluorspar,
fuller's earth, garnet, gilsonite, granite, lpidolite, magnesite, mag-
nesium carbonates, marble, mica; phosphate rock, potash, quart~ite,
slate, spodumene, talc (including pyrophyllite), thenardite, tripoli,
and trona. Soapstone, limestone, and. stone used or sold for use by
the mine owner or operator as dimension stone or ornamental stone
were also listed in conformity with the amended treatment of stone.

It is estimated that changes made by your committee in the rates
of percentage depletion will decrease revenues by $34 million in
fiscal year 1955.
B. Definition of Income from Property (sec. 613 (c))

(1) I-ouse changes accepted by committee
Under present law and the House bill, the gross income rates refei'red

to above are applied to "gross income from the property." This is
(defined as gross income from mining, and "mining" in turn is defined
as the extraction of the minerals, the "ordinary treatment processes"
normally applied to obtain commercially marketable mineral products,
and certain transportation. .

The House bill continues these definitions except in three respects.
In the case of magnesite, burning is to be regarded as an ordinary
"treatment process" and in the case of talc, fine pulverizing is to be
regarded as such a process. The present denition of, "sulfur process-
ing" is specifically related to the Frasch process, so that the general
rule for ordinary treatment processes is to be available for sulfur pro-
duced in other ways.

(2) Changes made by committee
The term "ordinary treatment processes" in the case of coal was

extended by the Committee to include "dust allaying and treating to
prevent freezing." The latter process is now allowed under regula-
tions. Also in the case of phosphate rock, "sintering and nodulizing"
are included as an ordinary treatment process.
C. Mine Tailings (sec. 613)

(1) House changes accepted by committee
Depletion allowances under present law are allowed with respect to

mines and natural deposits. The House and your committee's bill
extends percentage depletion at the app.ropinate rates to mine owners
for minerals recovered from the residue that had accumulatedd from
their mine. The provision does not apply' in the case of a purchaser
of such waste or residue or to a purchaser of rights thereto.
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(2) Changes made by committee
Your committee bill makes it clear that, while percentage depletion

on waste or residue is not allowed in the case of a direct sale, it is to
be allowed in the case of a successor in interest in a tax-free exchange.
D. Definition of Mineral Property (sec. 614)

(1) House changes accepted by committee
Although depletion allowances are computed with respect to mineral

properties, present law does not define a "property." In general ad-
ministrative regulations state that each separate interest owned by
the taxpayer in each mineral deposit in each separate tract or parcel
of land constitutes a property. From the standpoint of both tax-
payers and administrators, however, this division of properties creates
difliculties because, in some instances, it requires the preparation of
multiple depletion schedules and computations where a single compu-
tation would serve the same purpose.
The House bill clarifies the situation with respect to depletable

properties by adding a statutory definition of "the property." This
provision adopts as the general rule the frame definition relating to
separate interests now established by regulations. In addition, how-
ever, the now provision permits a taxpayer to elect for purposes of
percentage depletion to treat as one property an aggregation of his
separate mineral interests which constitute all or part of an operating
unit.

(2) Changes made by the committee
While tilhe House bill permits an aggregation of mineral interests

within an operating unit only for purposes of percentage depletion,
your committee allows such an aggregation also for cost depletion.
Where an aggregation is elected, the properties must also be aggre-
gated in computing basis for gain or loss.
Your committee also permits an aggregation of interests in the case

of owners of nonoperating interests, such as royalties, if these interests
are in a single tract or contiguous tracts, and providing that the owners
show the aggregation to be necessary to prevent exceptional hardship.
E. Exploration Expenses (sec. 615)

(1) House changes accepted by committee
The House bill made only technical changes in regard to exploration

expenditures.
(2) Change made by committee

Under existing law and the House bill, a taxpayer may deduct in
the current year expenditures for mine exploration not in excess of
$75,000, or he may elect to defer any part of these expenditures and
deduct them ratably as the ores or minerals are sold. The deduction
or election is limited to any 4 years. Your committee has increased
the annual limit on the amount of exploration expenditures which may
be expensed or deferred from $75,000 to $100,000.
F. Gain or Loss in the Case of Timber, Coal, or Iron Ore (sees. 272, 631)

(1) HIouse changes accepted by committee
Under present law a taxpayer who owns or has contract rights to

cut timber may elect to treat the cutting of timber as a sale or exchange.
Similarly, a taxpayer who owns timber or who receives coal royalties
may treat his receipts from the disposition of timber and coal as capital
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gain. The House bill includes a provision identifying expenses in
connection with the sales, or with receipts of royalties from leases,
which are to be treated as an adjustment to the basis and an offset
against capital gain and those which are properly applicable against
ordinary income. The 'expenses which serve to reduce the amount
of the capital gains are, under section 272, disallowed as deductions
in computing ordinary taxable income.

In addition, the word "owner" in the case of certain sales of coal is
defined in the House bill to mean any person who owns an economic
interest in coal in place, including a sublessor.

(2) Changes made by committee
Your committee has rearranged the treatment: provided by the

House bill into two parts relating (1) to timber and (2) to coal, and
this latter part is extended to iron ore from deposits in the United
States. Thus royalty income of a lessor from a domestic iron ore
property held for more than 6 months will be considered as gain or'loss
on the sale of the iron ore. In these cases percentage depletion will not
be available.
The separate provision for capital gains treatment of timber elimi.

nates the specific House requirement for allocation of expenses, and
in effect continues the treatment of such expenses which is provided
under present law and regulations. Conforming changes are made in
section 272 by deleting all references to timber expenses.
A new provision is added stating that the date of disposal for timber

is to be the date such timber is cut unless the timber is paid for prior
to cutting. If the timber is paid for and then is cut at a later date,
the taxpayer may elect to treat either thW'' date the timber is cut or
paid for as the date of disposal. Your committee also provides that
an owner of timber is to include a sublessor for purposes of receiving
capital gain treatment in the same manner as was provided in the
House bill in the case of coal. In addition, the term "timber" in the
committee bill will include "Christmas trees," i. e., evergreen trees
which are more than 6 years old when severed from the roots and
which are sold for ornamental purposes.

Since your committee was considering only the problem of taxing
coal, timber, and iron ore in 1954 and future years, no inference should
be drawn from your committee's action as to the meaning of present
law.

It is estimated that the allowance of capital gains treatment in tie
case of iron ore will decrease revenues in the fiscal year 1955 by $10
million.
G. Capital Expenditures (sec. 263)

(1) House changes
The House bill made no change from present law in this area.

(2)Changes made by committee
Your committee has added an amendment to make it clear, that the

provisions of the bill do not affect the treatment now allowed by regula-
tions relating to the deduction or capitalization of intangible drilling
and development costs in the case of oil and gas.
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XXI. !ESTATES, TRUSTS, AND THEIR BENEFICIARIES

Subchapter J of H. R. 8300 provides a logical arrangement of the
provisions governing the income taxation of estates and trusts and
their benoficiharios, and combines in one place the substantive rules
relating thereto. Moreover, the House bill contains a number of
substantive changes in the tax treatment of estates and trusts which
are intended to eliminate uncertainties, plug loopholes, and cure in-
equities which exist under present law. Special types of trusts which
are not governe(l by those provisions, such as employees' trusts and
common trust funds, are treated elsewhere in the new bill.
A. General Rules (subpart A, secs. 641-643)

(1) House changes accepted by committee
Your committee's bill contains the basic principles of'existing law

under which estates and trusts aro treated as separate taxable entities,
but are generally regarded as conduits through which income passes
to tlhe beneficiary. The estate or trust is taxed in general in the same
manner ns nn individual but is allowed an additional deduction for
income distributions to its beneficiaries.
The credits an(l (de(lctions provided by section 642 are substantially

the same as under present law with' two exceptions:
(a) The deduction for a personal exemption was increased from

$100 to $300 for certain trusts(thle present $600 for estates re-
mains unchanged) to eliminate the taxation of sinall amounts of
capital gains renlize(d by currently distvibutable trusts.

(b) An exclusion is allowed for the first $50 or $100 of dividend
income afnd ia tax credit equal to 5 percent or 10 percent of any
remaining income, to aline the tax treatment o6f trusts and estates
withi the general-dividonls-rccived provision.

The bill adopts tlihe general principle that to thle extent of the trust's
current income all distri)butionsi aredeductible by the estate or trust
andl taxable to the beneficiaries. This approach represents a basic
departure from the general rule of the existing law that taxable dis-
tribiutions must be traced to the income of the estate or trust for the
current year.

'rhis appi)roach, however, requires th¢ use of a measure to impose an
outside limit on the total distributions d(leductible by theliestate or trust
and taxable to the beneficiary. In general, the measure adopted by
the bill for tllis purpose is taxable income, computed without regard to
capital gains and losses unless these gains and losses are utilized in
deterinining tihe income available for distribution.

In order to implement the conduit theory in a satisfactory manner,
it is necessary to include in the measure items of income and deductions
which are not reflected in taxable income. The bill adopts the concept
of "distribuitable net income" as the measure and adjusts the amount
of the distributions deductible by the estat' or trust and taxable to
the beneficiaries by eliminating hot only capital goins and losses but
items of income and expenses which do not enter into the computation
of taxable income. Thus, the distributable net income of an estate
or trust is defined as its taxable income for the current year, excluding
capital gains and losses not distributed by the estate or trust, the
portion of extraordinary dividends and taxable stock dividends
allocated to principal (in the case of simple trusts described below),
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and the dividends-received exclusion, but including tax-exempt interest
and foreign income of foreign trusts.
The approach adopted by the bill eliminates the necessity, in deter-

mining the taxability of distributions, of tracing such distributions to
the income of the estate or trust'for the current taxable year. The
simplicity of this general principle makes it possible to eliminate the
so-called 65-day and the 12-month rules of existing law. Under the
bill, with certain exceptions, amounts distributed in 1 year will not
be considered to have been distributed in a preceding year, and the
source of a distribution, whether made from the income of the current
year or of a preceding year, is immaterial in determining the taxability
of the distribution in the hands of the beneficiary. Furthermore,
amounts not included in the gross income of the estate or trust will
generally not be taxable to the beneficiaries.

(2) Changes made by committee
Your committee has made the following changes in sections 642 and

643:
(a) A rule for determining the time a beneficiary is deemed to have

received dividends for purposes of the dividends received credit of
section 34 and the dividends received exclusion of section 116 has been
added to section 642 (a) (3).

(b) Subsection (li) of section 642 appeared in substance in the House
bill as section 662 (d), relating to excess deductions on termination
available to beneficiaries. Under this provision unused loss carryovers
and deductions in excess of gross income in the year of termination of
tile estate or trust are made available to the remainderman to whom
the property is distributed. Under existing law these unused carry-
overs and excess deductions are wasted when the estate or trust ter-
minates.

(c) The definition of distributable net income contained in the House
bill has been clarified by certain technical changes.

Also, other changes of a technical nature have been made with
respect to these provisions.

It is estimated that the increase in the exetiption from $100 to $300
for certain trusts will decrease revenues in the fiscal year -1955 by $3
million.
B. "Simple" Trasts (subpart B, sees. 651 and 652).

(1) IIovse changes accepted by committee
A trust (but not an estate) may qualify under the committee's

"simple trust" provisions if all of its income is required to be distributed
currently and it makes no charitable distributions. If it makes
occasional distributions out of principal it is disqualified only for the
years in which the principal is distributed.

Qualifying trusts are allowed to deduct distributions made to the
extent of their distributable net income and beneficiaries are required
to include the distributions in their incomes for tax purposes only to
the same extent.
The bill expressly provides that the character of the income to the

beneficiaries is to be the same as it was in the hands of the trust (e. g.,
capital gains to the trust are capital gains to the beneficiaries) and a
specific rule is provided to divide up the various types of income among
the beneficiaries.
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Essentially tlhe treatment provided for simple trusts is tie same as
that provided by present law but for these trusts many complicated
provisions, required for the more complex trusts, are separated and
made inapplicable. Your committee believes that these provisions
will materially simplify the law with respect to the largo majority of
trusts which will qualify under these rules.

(2) Changes made by committee
None.

C. "Complex" Trwus and Estates subpartt 0, sees. 661-663)
(1) House changes accepted by committee

For all estates and trusts not qualifying under tlhe simple trust
provision (including discretionary trusts, trusts with charitable bene-
ficiaries, and trusts making current distributions but also making
distributions of principal) d(ledctcons are-

(a) first allowed for distributions required to be made currently,
and

(b) then, if any distributable net income remains, allowed for
anl other amounts distributed (other than gifts or bequests) but
only to tlhe extent of the remaining distributablo net income.

In the case of these trusts or estates which may have paid out or set
aside amounts for charitable purposes, their taxable income, and there-
fore their distributable net income, is already reduced by such amounts.

T'he 1)nneficiaries of these trusts (or estates) are required to include
in their income for tax purposes, distributions made to them out of
income rq(luired to be distrl)uted currently and then other (distrilbu-
tions made to them to the extent of their proportionate share of tlhe
amount, allowed as a deduction to the trust.
The bill specifically provides that tliohe income to the beneficiaries,

as in tlhe case of the simple trusts, retains the same character it had in
the hands of the trust, with each beneficiary considered as receiving
his proportionate share of all types of the income distributed.

(2) Changes made by committee
Section 663 of the House bill has been completely revised. Sub-

section (a), relating to amounts which are excluded from the appli-
cation of sections 661 and 662, has been revised in order to clarify
and( make more certain which distributions are to be excluded as
gifts or bequests. In general, a gift or bequest which must be paid
either in a lump sum or in not more than three installments is ex-
cluded.

Subsection (b) of section 663 is entirely new. It was brought to
tho attention of your committee that in certain instances the terms
of the trust instrument of existing trusts preclude distributions until
the close of tile taxable year and thus distributions are made in
reliance on the 65-day rule of existing law. Your committee has
adopted subsection (b) to prevent unduehardships and inequities in
this connection with respect to these trusts which were in existence
prior to January 1, 1954, by giving the fiduciary a right to irrevocably
elect to apply the 65-day rule.

Subsection (c) of section 663 is entirely new. Under the theory
adopted in the bill, as under present law, it is possible that one bene-
ficiary may be subjected to tax by reason of trust income which is'
reserved for and only available to another beneficiary. Under this
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provision if it is determined.under pertinent regulations prescribed by
the Secretary that a trust having two or more beneficiaries is to be
a(lministered in well-defined separate and independent share, such
separate shares are to be treated as separate trusts for the purpose of
determining the amount of distributable net income available for
allocation to the beneficiaries. It is believed that this provision will
remove inequitable results that may result under present law in those
instances in which the grantor clearly intends each beneficiary to
have a definite share.
D. Five-Year Throwback Rule (subpart D, sees. 665-668)

(1) liouse changes accepted by committee
In spite of the "65-day and 12-month rules" of existing law, it, is

still possible to shift the tax burden in part from a beneficiary to 8,
trust. For example, if the distribution of, trust income for one year
is deferred to a date more than 65 days after the beginning of the
following year, and the trust income for the foflowing:year is distributed
within the first 65 days after the end of that year, the beneficiary is
taxable to the extent of the trust income for the second year only,
even though lie received all the income for both years. The purpose
of the "throwback rule" is to close this tax-avoidance loophole in the
existing law.
To meet this and similar situations, your committee's bill. provides

that distributions by a trust in excess of its distributable net income
for the. current taxable year will be "thrown back" to each of the 5
preceding years in inverse order and will be taxed to the beneficiaries
to the extent that the distributable net income of those years was not,
in fact, distributed.
To prevent double taxation, the beneficiaries receive a credit for

any taxes previously paid by the trust which are attributable to the
excess so thrown back. However, the beneficiaries are deemed to
have received their share of the tax paid by the trust on this excess.
In effect, the beneficiaries, except, for the fact that they report the
income currently, are placed in the same position as if the trust made
the distribution at the time it received the income. This throwback
provision applies only to accumulations of income in taxable years
beginning after December 31, 1953. It does not apply to estates or
generally to simple trusts.

(2) Changes made by committee
Under the House bill distributions exceeding distributable net

income by less than $2,000, distributions representing accumulations
during the minority (or before the'birth) of tlhe beneficiary, and dis-
tributions for the maintenance, support, or education of a beneficiary
were specifically excluded from the application of the 5-year throwback
rule. Your committee believes that the exception foi "maintenance,
support, or education of the beneficiary" is too broad and, in order to
prevent employment of this provision as an escape from the applica-
tion of the rule, has amended this section so that the exception will
apply only to amounts distributed to meet the "emergency needs"
of a eneficiary.
In addition your committee has inserted two new exceptions.

Section 665 (b) (3) excepts from the applicatibh of the throwback rule
certain distribution required to be made under the terms of trusts iz
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existence prior to January 1, 1954, under which accumulated income
is required to be distributed at specified ages of at least 4..year inter-
vals after the beneficiary reaches the age of 21 years.
Paragraph (4) of section 665 (b) excludes amounts distributed to a

beneficiary as a final distribution of the trust where such distribution
does not occur within the first 10 years following the last transfer of
property to the trust. It is believed that these two additional
exceptions to the throwback rule cover those situations in which
legitimate estate planning and management, rather than tax avoid-
an1ce, motivate tlhe distributions.
Your committee has also made certain technical amendments with

respect to other provisions in this subpart.
E. Applicability of Provisions (sec. 688).
The provisions of this sub8chapter are applicable only to taxable

years beginning after December 31, 1953, and ending after the date of
enactment of this bill. Under the House bill the 65-ay rule of present
law was made inapplicable to distributions made within the first 65
(Iays of any taxable year commencing after January 1, 1954. It has
come to the attention of your committee that numerous hardships will
result from such a provision since many taxpayers have conducted
their affairs in reliance upon the 66-day rule of present law. Accord-
ingly, in order to avoid such hardships and inequities your committee
has amended section 683 to provide for the application of the 65-day
rlle of present law to distributions made within the first 65-days of
the first taxable year subject to the new provisions of this bill.
F. "Clifford" Type Trusts (sees. 671-678)

(1) House changes accepted by committee
The House bill provides rules to determine when a trust's income is

to be taxed to the grantor because of the grantor's substantial
dominion and control of the trust property or income.

Existing law contains a statutory provision dealing with trusts in
which the grantor retains a power of revocation and also a provision
dealing with trusts whose income is accumulated or used for the
benefit of the grantor. La addition, regulations (commonly known as
the Clifford Regulations) provide a series of rules to determine when
trust income is to be taxed to the grantor because of: a reversionary
interest within a specified period; powers to control the beneficial
enjoyment; or certain broad administrative powers. These regulations
are iased on the assumption that the grantor may be taxed under
the general definition of income. If the grantor retains such elements
of control, he is deemed to be the owner even though tlie trust is
irrevocable.
Your committee believes that the rules for doternihing, when' the

grantor should be treated as the substantial owner of the trust should
be set forth in the statute rather than left to regu4t ions. Thus, the
bill includes specific provisions to this effect in the estate and trust
chapter. These provisions generally adopt the apprJach of thia reguAlA.
tions (and the two provisions of existing law) but With important
modifications.
Under the regulations, trust income is taxed to the, grantr' where

he can 'take back the principal or income within 15 years, if he (or
his wife) as trustee has certain administrative powers over the trust
property. If he does not possess these powers, the trust income will
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be taxed to him if he can recapture the principal or income within
10 years. Under your committee's bill the grantor, is not to be taxed
by reason of a reversionary interest in an irrevocable trust unless
the reversion may occur within 10 years. If the beneficiary is a
designated school, hospital, or church the grantor is to be taxable
because of a reversionary interest only if the reversion will occur
within less than 2 years.
The bill also departs from the regulations in the treatment of a

power to apportion income or principal among different, beneficiaries.
Under the regulations, the grantor will be taxed on the trust income if
certain related or subordinate trustees hold such a power. Under the
bill, the grantor will not be taxed if he can establish that the related or
subordinate trustee is not acting in accordance with the grantor's
wishes. However, the grantor must overcome a presumption that the
related or subordinate party is subservient to him.
A person other than the grantor may be treated as the substantiaI.

owner of a trust if he has an unrestricted power to take the trust
principal or income, or if he has modified this power (by release or
otherwise) but has retained powers of the type which would.make the
grantor taxable, unless the grantor himself is deemed taxable because of
such a power. Similar rules are contained in the regulations under
existing law (commonly known as the Mallinckrodt Regulations).
The bill, however, makes a specific exception to the effect that a power
to apply the income for support of dependents is not to result in the
trust income being taxable to such other person unless the income is
actually applied for the support of dependents.

(2) Changes made by committee
Your committee has generally adopted the provisions of the House

bill but has made certain technical changes, principally to insure that
the provisions of the bill are more closely aligned with the provisions
presently contained id existing regulations.
G. Revenue Effect
Only the increase in exemptions, from $100 to $300 is expected to

affect revenues to an appreciable extent. It is estimated that this
will decrease revenues in the fiscal year 1955 by $3 million.

XXII. INCOME IN RESPECT OF DECEDENTS SECSS. 691, 692)
(1) HIouse changes accepted by committee

Under existing law income in respect of a decedent which is received
after his death by his estate or other beneficiaries is taxed to the re-
cipients rather than being treated as accruing to the decedent in a
lump sum immediately prior to his death. The recipients arc allowed
an offsetting deduction for any estate tax attributable to the inclusion
of this right to income in the decedent's gross estate, but do not ac-
quire a new basis for this property at the date of the decedent's death.
The above treatment, under existing law is limited to the first

decedent. Thus; a widow of ani'isurarice i'agnt wo :receives the
right to commissions on future :'sumraflpireziiusiincluhds, these
commissionsmin her income,wheoreceiVe-d and is allowed 'a deduction
for any estate tax attributable to th :conummissiofi. However, if
the widow dies and the right to any remaining' future commissions is
left in her estate, eXisting law requires the lumpiug 6f these rights to
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income in the widow's last income tax return rather than treating it as
income in respect of a decedent. Your committee's bill gives relief
in this situation by providing that a right to income received from a
decedent, or a prior decedent, is to be inclhidiblo in the income of the
recipient with an offsetting deduction for any estate tax attributable
to such property.
Under existing law, it is not clear whether income in respect of a

decedent which is received by an estate or trust will be treated as such
in the hands of the beneficiary if distributed by the estate or trust.
Your committee's bill provides that if the estate or trust makes a
distribution of income in respect of the decedent, the deduction for
the estate tax is to be given to the recipient beneficiary, instead of the
estate or trust.
Under existing law, gain on uncollected installment obligations, is-

treated as realized on the death of the decedent. An exception is
provided to this rule, however, if a bond is filed which is conditioned
on the subsequent reporting of the gain on the obligation by the
person who acquires the obligation from the decedent. Your com-
mittee's bill eliminates the necessity of this bond requirement by
providing that in all cases the uncollected installment obligations are
to be treated as income in respect of the decedent. The recipient will
therefore report the installment gain in the same manner as if it had
been received by the decedent. Also tho recipient will bo entitled
to a deduction for any estate tax attributable to inclusion in the
decedent's estate of the right to the installment income.
The House and your committee's bill also extends the treatment pro-

vi(lcd for income in respect of a decedent to several forms of income not
now eligible. This treatment is extended to that part of the value of
a survivor's annuity included in the estate-tax base of the decedent
annuitant which represents the interest accumulation for the survivor
annuity since the annuity's purchase. This treatment is also extended
to the value of unexercised "restricted stock options" included in the
gross estate of the decedent employee and to payments to a deceased
partner by a partnership which are includible in the income of the
estate or beneficiary of the deceased partner. This treatment is
provided for these new forms of income as a part of your committee's
policy of providing that all property or property rights included in a
decedent's gross estate for estate-tax purposes either receive a new
basis at the date of his death or, if subsequently to be reported as
income when that event occurs receive a deduction for the estate tax
paid in the decedent's estate attributable to such property.

(2) Changes made by committee
Your committee deleted from section 72 a provision for an additional

deduction to a survivor in a joint and survivor annuity based upon the
estate tax attributable to a portion of the basis of the annuity for estate
tax purposes. This provision was contained in subsection (j) of
section 72. It was considered by your committee that the manner in
which the deduction was provided in the House bill took into account
mortality gains and losses that were already given adequate considera-
tion in establishing the exclusion ratio. There' is a problem of double
taxation between the estate tax and the income tax of the survivor's
share of a joint an(l survivor annuity, but it is best recognized, as a
problem similar to taxation of income in respect of decedents.
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Under section 72 in a joint and survivor annuity, an exclusion ratio
will be determined which will indicate the average interest earnings
over the combined lives of the two annuitants. The survivor will
continue to use this exclusion ratio although somewhat less interest
than this will be earned in the latter years while she is receiving an
annuity and more interest than this will be earned mi the early years
while they are both receiving the joint annuity. .The provisions
contained in subparagraph (C) in both paragraphs (1) and (2) of
subsection (c) of section 691 are designed to provide a deduction to the
survivor based upon the estate tax attributable to a portion of the
survivor annuity which represents the excess interest earned while the
annuity was being received jointly. This is, in effect, income in
respect of a decedent. This deduction will be spread ratably over the
life expectancy of the survivor.

XXIII. PARTNERS AND PARTNERSHIPS
The existing tax treatment ;of partners and artnerships is among

the most confused in the entire income tax field. The present statu-
tory provisions are wholly inadequate. The published regulations,
rulings, and court decisions are incomplete and frequently contradic-
tory. As a result partners today cannot form, operate, Jr dissolve
a partnership with any assurance as to tax consequences.

This confusion is particularly unfortunate in view of the great
number of business enterprises and ventures carried on in partnership
form. It should also be noted that the partnership form of organiza-
tion is much more commonly employed by small businesses and in
farming operations than the corporate form.
Because of thy vital need for clarification, the Hlouse and your com-

mittee have undertaken the first comprehensive statutory treatment
of partners and partnerships in the history of the income tax laws.
In establishing a broad pattern applicable to partnerships generally,
the principal objectives have been simplicity, flexibility, and equity
as between the partners.

In general, the proposed statutory treatment retains the existing
scheme of regarding the partnership as merely an income-reporting,
and not a taxable, entity. In addition, a statutory pattern has been
established for contributions to a partnership, distributions by a
partnership, transfers of partnership interests by sale or on the death
of a partner, termination of partnership taxable years, transactions
between a partner and the partnership, and the treatment of payments
to a retiring partner or a deceasedd partner's estate or heir.
A. Determination of Tax Liability (sees. 701-708)

(1) House changes accepted by committee
(a) Income of partners.-Under the House and your committee's

bill, as under present law, partners will be liable individually for in-
come tax on their distributive shares of partnership income. The
partnership will act as a mere conduit as to 'icome and loss items,
transferring such items directly to the individual partners.
The items required to be segregated will retain their original

character in the hands of the partner as though they 'wee realized
directly by him from the same source frtm whi.h realized by the
partnership and in the same manner. After excludingi the itenit
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relllired to be separately treated, the remaining income or loss, which
corresponds to the ordinary income or loss of the partnership under
present law, is attributed to tlhe partners.
The computation of partnership income is generally on tlhe same

basis as existing law. The partnership is allowed the usual business
ded(lct-ions, but is denied tlo deductions peculiar to individuals.

lBoth versions of the bill provide that all elections witli respect to
inlcole (lderive(l from a partnership (other than tle election to claim a
credit for foreign taxes) are to b1e ma(le at the partnership level and not
by the ind(livi(dual partners. This rule recognizes the partnership as an
entity for purposes of income reporting. It avoids tlhe confusion
which would occur if each partner were to determine partnership
income separately for his own purposes.

(6) I)istributive shares.-The taxation of partnership income or
other items directly to tlhe partners requires a determination of each
partIner's share of such items. In general, such shares will be deter-
mine(d in accordance with the partnership agreement as under existing

In lthe case of property contributed to a partnership, there has been
colsi(erablelc doubt, under present law, as to the partners' distributive
shares of gain and loss upon tle sale of such property and as to the
allocation among the partners of depl)reciation on such property. This
problem arises when the tax basis of the contributed property is greater
or less than tile value of stichproperty at. the time of contribution.
Under the al)proach adopted by the House bill, the so-called entity
rule(, thle allocation of gail or loss and of depreciation is to be in
accordance with tile d(listributive shares of the partners generally.
Thus, if 1 of 2 equal partnerss contributes to a partnership property
which is worth $100 but liAs a tax basis of $40, and the other partner
contributes cash of $100 which is used to purchase property with a
value of $100, the partners will share equally in the depreciation
allowance, notwithstanding the low basis of the property contributed
l)y the first partner. The sharing of gain or loss upon a sale or
exchange of either property will also be identical as between the
p)nrtlers. However, upon the liquidation of the partnership the
partners who have received too large depreciation deductions (or too
small a gain) will receive relatively larger capital gains than will be
true in tile case of the other partners. This general treatment was

adopted I)ecause of its extreme simplicity as contrasted with any other
alternative and because it conforms to the usual expectations of
partners.

Your committee has accepted as a general rule the "entity" rule
provi(lded(l by the Hoiuse bill but, as is indicated in the discussion below,
ahl1o permits the use of the so-called aggregate rule for contributed
property.(c) 1-etermnination of basis of partner's interest.-The House bill pro-
vi(lds that tile basis-of a partner's interest iin a partnership is to be his
basis for any contributions he made to the partnership and the amount
he paid for any purchased interest, subject to certain adjustments.
This basis is to be increased by the partner's share of income received
from the partnership, whether or not it was taxable to him. It also
is to b)e decreased by any distributions of money or property made to
the partner and by his share of the partnership losses and expenditures
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of the partnership which were not deductible for tax purposes and
were not capital expenditures.

Although the present statutory provisions do not provide for the
adjustments described above with respect to the basis of a partner's
interest in a partnership, these adjustments are implicit in the present
provisions and regulations. Your committee has in general adopted
these House provisions but, as indicated below, has provided an
alternative method for determining the basis of a partner's interest
in certain cases.

(d) Taxable years of partners and partnerships.--Under existing law
a partner treats his distributive share of partnership income as income
to him at. the close of the partnership taxable year. Such income is
not reportable by the partner until he files his return for the taxable
year in which such partnership year ends. Because of these rules it
has been possible, generally by the selection of a fiscal year as partner-
ship year, to postpone the realization of partnership income by as
much as 11 months. '
To prevent this practice, the House bill provides, in general, that

a partnership may not, without the consent of the Secretary or his
delegate, either adopt a fiscal year or change from a calendar year
to a fiscal year. The same requirement is made applicable to part-
ners shifting from a calendar year to a fiscal year basis. The House
report suggests that the use of a fiscal year would be approved where
valid business reasons for such an accounting period are shown.
As indicated below, your committee has revised considerably this

provision of the House bill.
Under present law there has been the contention that the death of a

partner closes the partnership year and the bunching of more than a
year's income in the decedent's last year. Where the partnership and
the partners are on different taxable yeas', this would have the effect of
concentrating as much as 23 months' income:in the final return of the
deceased partner, that is, the income for the partnership year ending
within his taxable year and the income for the taxable year closed by
the partner's death. -Both the House and your committee's bill make
it clear that the partnership year does not close upon the death of the
partner. The partnership year will run to its normal conclusion, and
the decedent's share of the income for this year will be taxable to the
estate. To the extent that the right to receive this income constitutes
income in respect of a decedent, the estate is entitled to a deduction
for estate tax attributable to the inclusion in the decedent's estate.
Both versions of the bill also provide that the taxable year of a

partnerships not to close as a result of the admission of a new partner,
the liquidation of a partner's interest by means of a-distribution, or a
sale or exchange of a partner's interest in the partnership. Thus, it
will not be possible by any of these events in themselves to terminate
the partnership taxable year and commence a new partnership year.
However, the partnership. year does close if there is a termination of
the partnership. A termination is defined for this purpose as a dis-
continuance of the business activities carried on by the partnership, or
the sale of an interest of more than 50 percent in partnership capital
or profits to persons not members of the partnership. The partners
may elect to ignore the termination if they wish to continue to the
close of the normal partnership :year.

48599*-64-7
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While the partnership year (loes not close for lthe continuing part-
ners when a l)artner sever' his interest ill the partnelrsliip, the partr)er.
ship year does close with respect to such partner. When a partner
merely reduces his interest in a partnership, there is no change in the
partnership taxable year with respect to him, but the amount of his
distributive share must be determined with regard to his ownership
of varying interests during tlhe year.

(e) Transaction, between partner and partnership.-VWhen a partner
sells pIropelrty to, or performs services for tile partnership, the problem
arises whether the transaction is to )be treated in the samine manner as

though flie partner were an outsider dealing with theo partnership
(tlhe "entity" approach). An alternative ("aggregate" approach) is
to view the partner as dealing with himself to the extent of hiis own
interest and(l as (lealilng with the partllnershij) with respect to tiho
lbaltil(1 of the transaction. The present ('ode fails to cover the prob-
le: and judicial decisions on the subject go ill both directions. Be-
tcause of its simnllicity of operation, the entityt" rule has been adopted
by tie -louse and your committee.
However, certain safeguards are included to prevent the sale of

property between the partnership and a "controlling" partner for
the purpose of recognizing losses or raising the basis of property.
Under tlie rule Jprovided by the Ihouse bill, a sale between the partner-
sluip) and a partner will not be recognized if it involves a "controlling"
partner, that is, a partner who owns 50 percent or more of a capital or
income interest in the partnership. Where a sale involves a con-

trolling partner, any money or property passing between the partner
and the :palrtnelrshi) under the House biill is treated as a distribution
or a contribution, the basis of the property transferred remaining
unchanged. Your committee while retaining the entity approach has,
as is indicated below, adopted treatment more nearly like that provided
in the case of similar transactions between a corporation and its
shareholder.

'T'he payment, of a salary by tlhe partnership to a partner for services
again raises the probletn as to whether the partnership is to be viewed
as an entity or merely as an aggregate of the activities of the members.
_Under present law, fixed payments to a partner are not recognized
as a salary but considered as a distributive share of partnership
earnings. This creates obvious difficulties where the partnership
earnings are insufficient to meet the salary. The existing approach
lhas been to treat the fixed salary in such years as a withdrawal of
capital, taxable to the extent that the withdrawal is made from the
capital of otlier partners. Such treatment is unrealistic and unneces-

sarily compllicated. Thlo louse bill provides that payment of a fixed
or guaranteed amount for services is to be treated as salary income to
the recipient and allowed as a business deduction to the partnership.
As indicated below, your committee makes slight changes in the case
of these service payments and extends the rule to interest payments.

(2) COhanges made by committee
In general your committee has retained the House provisions

described above. It has, however, made a number of perfecting
--amendments and also the substantive changes, described below,
which are intended primarily to make the House partnership provi-
sions more flexible.
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(a) Aggreglte rulefor contributed property.-As an alternative to the
entity rule described above for determining the basis of property con-
tributed to a partnership, your committee's bill provides that, if the
partnership agreement so provides the basis of contributed property
may, in effect,be divided among the partners in a way which attrib-
utes precontribution appreciation or depreciation in value to the
contributor. This is to be available for purposes of computing
depreciation, depletion, and gain or loss upon sale but not in the case
of distributions. Thus, in an equal partnership where one partner
contributed cash of $100 to a partnership and the other contributed
property with a basis of $40 but a current value of $100 the partners
could agree that the partner contributing the cash would have all of
the $40 basis for allocating depreciation and also allocating the gain
or loss if the property is fJold.

This rule is admittedly-more complicated than the entity rule which
is provided unless the partnership agreement provides otherwise.
However, while the partnership remains in operation, this aggregate
rule more equitably conmputes the taxable income of the partners.
Since this is not a matter involving revenue considerations to the Gov-
ernment, and since partners are not compelled to use this rule, your
committee believes that. partners should be fre3 to choose this more
complicated rule for dividing basis of property if they desire the more
accurate tax results it brings.
Your committee has also provided that in the case of undivided

interests, such as joint tenancies, that basis of property is to be deter-
mined (except for distributions) in the same manner as if there were
no partnership, unless the partnership-agreement provides otherwise.
This is designed primarily to avoid the shifting of rules for comput-
ing depreciation, depletion, and gain or loss when a joint tenancy or
similar undivided interest is unintentionally handled in such a way
as to constitute a partnership.

(b) Alternative method of determining basis of partner's interest.-
Your committee has ia general followed the House provision outlined
above for determining adjustments to the basis of a partner's interest.
It has made it clear, however that these adjustments need only to be
made when it is necessary to determine the basis of a partner's interest
and need not be made annually. It is generally necessary to know
the basis of a partner's interest only in the case of a transfer of 'an
interest or in the case of unusual distributions to the partner. Your
committee has also provided, however, that in lieu of the relatively
detailed adjustments outlined in the House bill for determining the
basis of a partner's interest, this basis may be determined by reference
to the partner's proportionate share of the adjusted basis of partner-
ship property. The cases in which this alternative, or variations of
this alternative, may be available to a partner are left to regulations.(c) Changing or adopting new taxable years.-Your committee is ss
concerned about the postponement of the reporting of partnership
income by the partners as is the House. However, it also objects
to the House provision which compels partners and partnerships to
adopt calendar years unless permitted to do otherwise by the Secretary
or his delegate. Without any standards in the statute, this leaves
in too uncertain a status the types of cases which will be required to
use a calendar year.
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In lieu of this provision your committee has provide(ld that partners
and partnerships may change to or adopt any year they see fit so long
as both tlhe principal partners and partnership change to or adopt the
same year. For this l)urposo a principal partner is one who has an
interest of 5 percent or more in the partnership). Moreover, different
taxabl)l yea rs imay b1) adopted( )y tihe partnership and its principal
l)artners if a l)usiness purpose is cstal)lished to thle satisfaction of the
Secretary or his delegate for differentt years.

(d) 'Ila salclitions between partners and partnerships.-Your com-
mlit(ee,believed linat tile House rule which treats gains from trans-
uctions between partners nnd l)artnership)s as (distril)butions or contribu-
tions was unduly harsh since there is little opportunity in this area
to (converL potelnLial ordinary income into capital gains. Moreover,

ule(hl) mlore lenient. treatment, is already provided in the case of similar
transactions between corporations and their stockholders.

In view of this your committee substituted for tlhe House rules the
present provisions applicable in thle case of corporations. Thus,. gains
in such transactions will b1 recognized unless the partner involve(l has
ani interest of 80 percent or more. Where tlhe interest is-in excess of
80 )percent, tliohe gain is to be an ordinary gain. In the case of losses,
the 50 percIent rule is retained, as is provided for corporations. How-
ever, if tli loss is in a transaction with a partner having an interest
of m111oe tlhinh 50' pl)rcent, the deductionn for the loss is denied.

In tile case of guaranteed salary payments your committee followed
tile House bill but made it clear that. such income is to be reported for
tax purposes at tlhe end 6f tie partnership year in which it is paid and
that this treatment is only provided for purposes of the reporting of
the income by thi partner and tlio deducting of the payments by the
pllrtnershlip. Your committee also extended this treatment to guar-
anteed interest payments on capital.
B. Contributions to a Partnership (secs. 721-723)

(1) H[ouse changes accepted by committee
Contributions to a partnership will have the same effect under the

provisions adopted by the IIouse and your connmittee as under present
practice. No gain or loss is to be recognized either to thle contribut-
ing partner or to the partnership. The property contributed to a

partnership is to have the same basis to the partnership for purposes
of gain, loss, depreciation, and so forth, as in the hands of the con-
tributor.
The basis of the contributing partner for his interest in the partner-

ship is to be increased by tho basis of the property transferred to the
partnership. If the contributed property is subject to indebtedness,
the basis of the contributing partner's interest is to be reduced by the
portion of the indebtedness assumed by the other partners.

(2) Changes made by committee
Your committee made no changes in this provision.

C. Distributions (sees. 731-735)
(1) I-ouse changes accepted by committee

As is indicated below, your committee adopted quite different rules
from those provided by the House for the tax treatment of dis-
tributions.
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Under the House bill, any property distributed by theopartnership
to a partner would, in general, have the same basis to the distrilutoo
partner asin the hands of the partnership, that is, a "carryover" basis.
The money and property distributed woul(l be applied in reduction of
the basis of the interest of the di'striblitce partner. After the basis of
his interest has been used up, any further distribution of money or
property would be taxed as capital gain to the distributed.
The distribution of money or property under the House bill would

not result in gain or loss to the partnership. Gain or loss was to be
recognized to the recipient partner where the basis of any money or
property received by a partner exceeded the basis of the partner for
his interest in the partnership. The recognition of gain would occur
either in a current distribution not affecting the partner's relative
interest in the partnership, or in a distribution which reduced or ter-
minated the partner's interest in the partnership. The recognition of
loss was limited to a distribution terminating the interest of the
partner. In suIch a liquidating distribution, capital loss was recog-
nized to the extent that the basis of the partner for his interest in the
partnership exceeded the basis of the property distributed.
An exception is made to the use of the "carryover" basis where the

basis of the property distributed exceeds its value at the time of the
distribution. In this situation, the basis of tile property to the djs-
tributee was to be reduced to the fair market value of the property.
The partnership, however, was permitted to retain this "unused
basis" and apply it to similar property held by the partnership.
A special rule was provided under the House bill for the purpose of

distinguishing bona fide distributions 'wiich are subject to the rules
discussed above from transactions involving a loan by the partnership
to the partner. When a-partner is obligated to make repayment to
the partnership with respect to money or property received from the
partnership, he was to be treated as receiving a loan to the extent
of his obligation, and no reduction was to be made in the basis of his
interest. If, however, such an obligation was canceled by the partner-
ship without repayment, the partner would then be considered to have
received a distribution equal to the amount of debt canceled. The
transfer of property subject to an obligation to make repayment was
treated as a sale by the partnership, so that gain or loss would be
recognized to the partnership.

(2) Changes made by committee
Your committee has revised the general distribution rules provided

by the House bill because of several objections which have been raised
with respect to them. It has been pointed out that the assigning to
the distribute of the partnership's basis for property distributed in
liquidation of his interest and the recognition of gain or loss on the
difference between this basis and the basis for his interest in many
cases would result in the taxation of gains where there were no real
gains and the recognition of losses where there were no real losses.

In lieu of the House rules for distribtmtionsi.your committee has
provided that in the case of liquidating distributions the distributee
will substitute for the partnership basis of: the property distributed
the basis ho had for his interest in the partnership. The basis to the
distributee of inventory items and unrealized receivables, however, is
to be limited to the basis they had in the partnership to prevent the
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conversion of ordinary income into capital gains. With respect to
property other than inventory items or unrealized receivables, the
basis of the partnership interest is to be allocated to such property-in
accordance with the basis of the propertyto the partnership.
Totile extent the basis of tlhe distributed for his interest in tho

partnership differs from tho partnership basis forth e distributed
property thle partnership may (if it has generally elected to make such
ad(just.lienlts) make adjustments to tie basis of the property remaining
in tle l)partlimrship totilhe account of this difference.

T'lho "carryover" provided by the House bill is continued by your
committee in the case of nonliliquidating distributions. However,
instead of realizing gain where this basis for thepiro)erty distributed
exceedsthle partner's basis for his interest, your committee's bill
provides tlattlihe basis of the prOp)erty distributed is not to exceed
the partner's basis for his interest.
An exception to these rules is provided, as an optional arrangement,

for a purchaser or transferec of an interest in a partnership. Tlhe
l)urclhaser or transferee may, in the case of a distribution within 2
'ers after tlheo acquisition ofthe interest, apply as the basis of the

distributed property the amount which he paid therefor and for part-
nership property of a like character in which he has relinquished his
in terest.
-These new distribution rules limit quite narrowly tlhe area in which

gain or loss is recognized upon a distribution. Gain is to be recog-
nized only where tlioe money distributed is in excess of a partner's
basis for his interest; and loss is to be recognized in tile case of a

liquidatinlg distribution where only money, inventory items and
unrealized receivables are distributed and their basis to those partner-
ship is less than tlhe basis of tihe partner's interest. These rules,
combined with the nonrecognition of gain or loss upon contribution
of property to a partnership, will remove deterrents to property being
moved in and out of partnerships as business reasons dictate.
Your committee was also able to remove theo House provision pro-

viding special rules where a partner's share of partnerships'losses
exceeds the basis of his interest by providing in a prior provision that
such losses would be recognized to the partner when he repaid to the
partnership those excess of those losses not offset by the basis for his
interest.
D. Transfers of an Interest in a Partnership (sees. 741-743)

(1) HIouse changes accepted by committee
The House and yotlr committee's bill retain tie general rule of

present law that the sale of an interest in a partnership is to be treated
as the sale of a capital asset. In general, the transfer of an interest
will not affect the basis of partnership assets. Provision is made-,
however whereby the partnership may elect to adjust the basis of
partnership assets to reflect the increase or decrease in the basis of
partnerships interest transferred by sale or upon the death of a part-
ner,. The House bill provides that such an election, once filed, is
irrevocable until the termination of thie partnership and will require
similar basis adjustments with respect to all future transfers of part-
nership interest. Your committee's bill provides, however, that the
Secretary or his delegate may permit a new election. By making
adjustments to the basis of partnership assets, the same effect is
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achieved as though the partnership had dissolved and been reformed,
with the transferee of the' interest- as a member of the partnership.
The increase or decrease in the basis of partnership assets may be
allocated to such assets in accordance with their respective bases or
in any other equitable manner approved by tlhe Secretary or his
delegate.

It is to ble noted that under thoe House bill, if tlie election to increase
or decrease the basis of partnership property is made, tilhe change in
the basis of the partnership assets will affect-all members of the part-
norship according to their distributive shares and not merely the
transferee partner. As indicated below, this is-not true in the case
of your committee's bill.

(2) Changes made by committee
In general, your committee has adopted tlhe Iouse provisions relat-

ing to transfers. There is one important exception, however. If the
partnership elects to adjust the basis of partnership properties with
respect to transfers, the adjustment., to the extent it represents appre-
ciation or depreciation in the value of assets after their contribution
to the partnership, is to bo available only for the transferee partner.
Thus, for purposes of depreciation, depletion, gain or loss, and in the
case of distributions, the transferee partner, if the partnership elects
to make any adjustment, will lhve a special basis for partnership
properties wholly apart from the other partners.
Your committee believes that assigning this special basis largely to

the transforee partner is desirable because it is more accurate than the
House bill in reflecting the increase (or decrease) in basis to the partner
to whom it is attributable. It should be clear, however, that partner-
ships are not required to make such adjustments if they do not desire
to do so.
E. Payments to a Retiring Partner or Successor of a Deceased Partner

(sec. 736)
(1) House changes accepted by committee

When a partner retires or payments are made to the estate or heir
of a deceased partner, the amounts paid may represent several items.
They may, in part, represent the withdrawing partner's capital interest
in the partnership. They may include his pro rata interest in un-
realized receivables and fees of the partnership and its potential gain
or loss on inventory. Part of such payments may be attributable to
an arrangement in the nature of mutual insurance among the partners.
The present code contains no provisions relating to the tax treat-
ment. of such payments and existing case law presents no consistent
approach.
Both the House and your committee's bill provide that when a

retiring partner or the successor of a deceased partner receives a' share
of partnership income in return for the complete relinquishment of his
interest in the partnership, the distributions are to be allocated be-
tween (a) payments for the value of the capital interest and (b) other
payments. Such allocation will' be made in accordance with regula-
tions prescribed by the Secietary or his delegate. ..

The amounts paid for the capital interest of the withdrawing partner
under both bills are treated in the same manner as a distribution. The
remaining partners, of course, are allowed no (deductions for such
payments. Essentially, these payments represent a purchase by the
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remainingplarItiers of the, withdrawing I)artner's capital interest in the
I)artlnershil). For this l)llurposo laylments for a "capital interest" do
not inclullde amounts attributable to a partner's interest, in unrealized
receival)les and fees.

The,]I house( and your committee provide different treatment for tlhe
poriionl of lite payment's to a1 withd(l'awing partner which is not inado
inl (.exch(langl( for his (Calital interest. Under t(lie Ilouse( bill these pay-
n1('ils aret(axiblel) to te with(lrawinlg J)rartn(r in the, same manner as

if he coldtill(ed to 1)(e ai)artie r andl are excludedl in deteriiining the
income of t(he remlainilg l)artners. IHowever, tlie House bill provides
that, if such payments are continued for a period of more than 5 years
after Ile re(tilrement, or death of tile p)ariter, they are to be treated as
a gift, fro thie re(llilinilgl)iarners to tlhe itwitlhdrawinii~ partner. As a

gift, tl(pt.ayl, nlts1t(lmade after 5) years would 1)e taxailAe, to the remain-
ing )partt(iers (wit h no increase in thle l)nsis of such partnerss for their
interest, in thel partliership) and exempt from income tax in the lands
of the recipient. The provisionin your committee's bill, which. has
no 5-vye(r lirmilatfion, is descril)(d below.
Where a retiring lpnati(,r receives a lump sum or fixed payments

determined witllhout regard to the income of the partnership, the por-
tion of such paymel(nts attributable. to the capital interest of the retir-
ing partner is to )be treated as the purchase of a capital interest by
thlie remaining partners. The balance, however, will be treated like
a salary p)ai(d by tlie partnership. It will constitute ordinary income
to the recipient and a (leductiont to the partnership. This part of the
provision is the same under both versions of the bill except that
payments of this nature, however, are subject to the 5-year limitation.

(2) Changes made by committee
Your (ommfllitt(Ce mad(le one major change inl tlle ouse provision re-

lating to the(, treatment of paymenilts to a retiring partner or successor
to a deceased partner. The 5-year rule in the Htouse bill has been
abandoned. 'hus, to the extent that payments to a retiring partner
or (eceased(l parniler's successor are not in exchange for a capital inter-
est, they are treated as deductions to the remaining partners and as
income to tlhe withdrawing partner or his successor irrespective of
over how long a period they may be paid. In addition, amounts paid
for unrealized receivables and for goodwill (unless the partnership
agreement provides otherwise) are also treated as deductions to the
remaining pIartners and as income to the withdrawing partner or his
successor.

F. Collapsible Partnership and Other Provisions Common to Distribu-
tions and Transfers (secs. 761-765)
(1) House changes accepted by committee

In order to prevent the conversion of potential ordinary income into
capital gain by virtue of transfers of partnersrslip interests or by dis-
tributions of property, certain rules have been adopted by the House
and your committee which will apply to all dispositions of partnership
interests. The bill provides that if, in connection with thie transfer
of a partnership interest, the partner receives any amount attributable
to his share of (1) tile unrealized receivables of the partnership or (2)
substantially appreciated inventory or stock in trade, such amount
are to be treated as ordinary gain or loss. In effect, the partner is
treated as though he disposed of such items independently of the rest
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of his partnership interest. The same situation exists where a distri-
bution to a partner has the effect of a sale of all or a part of his proper
share of receivables or appreciated inventory items.

Since, in the case of a transfer an ordinary income tax-is paid by the
seller on these items, the purchaser of an interest is permitted under
the House bill to exclude from his gross income an amount equal to the
income recognized by the seller with respect to such items. This
amount was to be spread ratably over the period of time in which it is
estimated that the unrealized receivables will be collected or the inven-
tory disposed of, or could be allocated in any other equitable manner
which is approved by the Secretary. These exclusions are also avail-
able in the case of disproportionate distributions since essentially this
also is an exchange. Under your committee's bill this special exclusion
is unnecessary because the transferee may have, if the partnership so
elects, a special basis for partnership assets.
The term "unrealized receivables" applies to any rights to income

which have not been includedin gross income under the method of
accounting employed by the partnership. The provision is appli-
cable mainly to cash basis partnerships which have acquired a con-
tractual or other legal right to income for goods or services. "Sub-
stantially appreciated inventory items" includes any noncapital
assets, the value of which exceeds by more ,than 20 percent the basis
of such inventory and exceeds by more than 10 percent the value of
all partnership property other than money.
The provisions relating to unrealized receivables and appreciated

inventory items are necessary to prevent the use of the partnership
as a device for obtaining capital-gain treatment on fees or other rights
to income and on appreciated inventory. Amounts attributable to
such rights would be treated as ordinary income if realized in normal
course by the partnership.' The sale of a partnership interest or dis-
tributions to partners should not be permitted to change the character
of this income. The statutory treatment proposed, in general, re-
gards the income rights as severable from the partnership interest and
as subject to the same tax consequences which would be accorded an
individual entrepreneur.
The House bill provides that a decedent partner's share of unrealized

receivables are to be treated as income in respect of a decedent. Such
rights to income are to be taxed to the estate or heirs when collected,
with an appropriate adjustment for estate taxes. However, a dece-
dent's share of appreciated inventory or stock in trade is not treated as
income in respect of a decedent. The decedent's interest in such
inventory or stock in trade may be increased or-decreased in basis in
the same manner as his partnership interest and other property held
by the decedent. Any change in the basis of partnership.assets will
be used by the estate or heir as an adjustment to the income received
on the disposition of such property. The estate or heir is thus treated
in the same manner as a purchaser with respect to the decedent's
interest in appreciated or depreciated inventory or stock in trade.
Your committee's bill agrees substantially with the House in the
treatment described above but also provides that other income apart
from unrealized receivables is to be treated as income in respect of a
decedent.
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(2) C/anges made by committee
Your committee's hill in general follows closely thle Houso bill in

the area described above but differs on several points, the more
important of which are listed below: ..

(a) No exclusion needs to )o provided thle transferee or in the
case of (listriblutions of unrealized receivables or inventory items
since the transferee or partnership may obtain a special basis for
such assets or may elect to adjust theo basis of partnership prop-
ert.v,

(b) Su}bstantially depreciated inventory items have been re-
moved from the category of assets receiving separate treatment.

(c) Tlhe definition of sul)stantially appI)reciated inventory
items }has been revised to relate to 10 percent of tlhe value instead
of tlio basis of total partnership assets.

(de) The treatment for income in respect of decedents has been
expanded to include any payments to a deceasedd partner's
successor not consi(lered a payment for thle partner's capital
interest. -

(e) The election to adjust thle basis of partnership assets upon
a transfer or distribution have been made operative as one
election.

0. 1Effecti'e Dates (sec. 771)
Your committee's bill makes the new partnership provisions gen-

erally aj)plicable for partnership taxable years beginning after Decem-
b)er 31, 1054, instead( of December 31, 1953, as provided by the HIouse
bill. However, several loophole-closing provisions are made effective
as of March 9, 1954, the date the bill was introduced in the House.
The March 9 effective date applies in the case of-

(a) the adoption of a inw taxable year by a partner or-
)a rtnl(ersh ip,

(b) the holding period for receivables or inventory items dis-
tributed(l to a partner, and

(c) the collapsible partnership provision.
Tlhe postponement of tihe general effective (late for 1 year appears

desirable to give taxpayers more time to become acquainted with the
n1vw provisions. However, the provisions which are loophole closing
in character are made effective earlier so that taxpayers will not be
given an opportunity to take advantage of the present treatment in
this area.

XXIV. TEMPORARY FORMULA FOR TAXING LIFE INSURANCE COM-
PANIES (SEcs. 801-807)

(1) IIouse changes accepted by committee
Your committee has accepted with minor technical amendments

the House bill provisions continuing through 1954 the present tem-
porary formula for the taxation of life insurance companies.
For the past 3 years life insurance companies have been taxed under

temporary provisions which apply a flat rate tax of 3% percent on
the first $200,000 and 6% percent on amounts in excess of $200,000
of net investment income with certain adjustments. These reduced
rates are equivalent to the application of the ordinary corporate rates
of 30 percent on the first $25,000 and 52 percent on income above
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$25,000, after deduction of 874 percent of the net investment income.
The 87Y percent figure reflects the deduction for the industry's average
policy reserve interest needs which would have applied in 1951 under
the 1949-50 stopgap formula previously in effect. Under the tempo-
rary flat rate tax provisions, companies whose earnings are less than
or only slightly above the amount of interest required to meet their
own policy obligations receive a special credit which may reduce
their tax by as much as one-half. First adopted in 1951 as a temporary
expedient, tiles provisions were successively extended to 1952 and
1953.
Both theo House bill and your committee's bill provide the extension

of these provisions for 1 more year because with the extensive code
revision work it has not been possible to dlevoto the necessary study
to the revision of the tax treatment of life-insurance companies. In
the absence of the extension the taxation of life-insurance companies
in 1954 would automatically revert to an older statutory formula
adopted in 1942. Among other defects, the older formula contains
no provision for the relief of companies with less than an adequate
margin of earnings above interest requirements.
The proposed extension is for 1 year only to provide time in which

to work out a sound, long-range formula for the taxation of lifo-
insurance companies. A subcommittee of the Ways and Means
Committee has initiated such a study and will make recommendations.

(2) Changes made by committee
Only technical changes were made by your committee to assure the

permission for continued use of present accounting methods.

XXV. REGULATED INVESTMENT COMPANIES

Regulated investment companies which meet various requirements
with respect to asset diversification, capital structure and operations
and which distribute at least 90 percent of their ordinary income are
treated as conduits of income and taxed only on their undistributed
income. Dividends paid by such companies are taxed in the usual
manner to shareholders except that dividends arising from capital
gains realized by the company are identified and receive capital gains
treatment in the hands of the recipient. This method permits inves-
tors to pool their funds through the use of a corporation in order to
obtain skilled, diversified investment in corporate securities without
having to pay an additional layer of corporate tax,
A. Definition of regulated investment companies (sec. 851)

(1) House changes accepted by committee
The House bill made no changes in the definition of a regulated

investment company. In genera a regulated investment company is
a company which has elected to be so treated and-

(a) is registered under the Investment Company Act of 1940
as a management company; or unit investment trust (or in some
cases a common trast fund);

(b) derives its income principally from dividends, interest, and
capital gains; and

(c) has diversified its investments in the manner described
below.
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One-half of its investments must be represented by cash items, Gov-
ernmnent securities, securities of other regulated investment companies,
and I)y other securities which with respect to any one company-

(a) do not; represent more than 5 percent of tho value of the
assets of tlhe investment company, an(l

(b) (lo not represent more than 10 percent of the voting securi-
ties of the company issuing tlhe securities.

In addition, not more than 25 percent of the value of-the regulated
investment coml)any's total assets may bo invested in securities
otherr than Governmentli( securities or securities of other regulated
investment companies) of one company or two or more companies
uld)(er the regulated investment company's control and engaged in
similar trades or businesses.

(2) C'hanges made by committee
Excei)tions are made to the general investment diversification rules

describedd abov-c under present law in the case of investment companies
)rincipally engaged in financing so-called development companies.
Development companies are defiitnd as companies principally engaged
in theo development or exploitation of inventions, technological im-
proveinents, new processes, or pro(licts not previously generally
available. A company which is certified l)y the Sectiritles and Ex-
change Commission as investing in a development company mnay
contrary to the general rule for regulated investment companies, hold
more than 10 perfect. of the voting securities of a development com-
pany but tlhe regulated investment company under present law is
still subl)ject t tile limitation that not more than 5 percent of the value
of its assets may )bo invested in any one company. Thel waiver of
the 10 percent voting restriction is, in general, limited to a period of
10 years with respect to any one development company.

It has been pointed out to thecommittee that although an investment
company may initially invest well under 5 percent of the value of its
assets in a development company, if those invention, improvement, or
process proves successful, the value of this portion of the investment
company's assets may increase substantially relative to the value of its
other assets. As a result the investment company may soon find that
it has more than 5 percent of the value of its assets invested in one
company and must, therefore, either forgo the privilege of being taxed
as a regulated investmentcompany or must sell a part of the securities in
the development company before the end of the 10-year period. The
effect of this is to deny continuing investments in development com-
panies which are successful and defeats the purpose for which this
provision was originally established.
Your committee believes that it is desirable to require the diversifi-

cation of the investments of a regulated investment company even
where such investments are in development companies. However, it
recognizes the problem presented in the testimony before the com-
mittee as a real one. For that reason your committee has made the 6-
percent limitation which applies to regulated investment companies
generally, inapplicable in the case of investments in development
companies. In such cases investments are to be limited to 5 percent
of tlhe value of the investment company's assets at the time the in-
vestment was made. If the investment company initially invests less
than 5 percent of the value of its total assets in a development company
it may subsequently increase its investments in such company, even
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though the value of the initial investment rises, so long as the total
cost to the investment company of these investments does not exceed
5 percent of tilhe value of its total assets at the time of the second
investment.
B. Foreign Tax Credit Allowed to Shareholders (sec. 853)

(1) House changes accepted by committee
Existing law grants citizens and domestic corporations a credit

for income tax dlue for any income, war-profits, and excess-profits
taxes paid or accrued to a foreign country, Investment companies
having funds invested in foreign corporations, therefore, are entitled
to either a deduction from gross income or a credit against tax for
foreign taxes withheld on dividends received from foreign corporations.
At the present time, a regulated investment company ordinarily

receives little or no tax benefit from the credit for foreign taxes with-
held because it does not pay sufficient income tax to utilize the tax
credit. This occurs because the company is not taxed on its dividend
distributions if it pays out 90 percent or more of its income. As
a result investment in foreign stocks through a regulated investment
company is at a disadvantage in this respect as compared with direct
investment by an individual who can obtain the foreign tax credit.
Moreover, failure of present law to pass on the foreign tax credit
to shareholders appears inconsistent with the conduit theory on
which the tax treatment of these companies is based.
The House and your committee's bill permit the shareholders of

regulated investment companies to take the foreign tax credit for
foreign inconie and similar taxes paid on the investment inco ~., of the
company in the same manner as if they had held the foreign invest-
ment themselves. However, the passing on of the foreign tax credit
is to be limited to situations in which more than 50 percent of the
value of the assets of the regulated investment company is invested
in foreign securities. This restriction is added for administrative
reasons to deny the passing on of the credit where only incidental
holdings of foreign securities are involved.

(2) Changes made by committee
The committee made only minor changes in the House provision to

make clear how the shareholder's proportionate share of the foreign
tax credit is to be determined and to provide that he may take the
credit only if the company has supplied him with the necessary
written information within 30 days after the close of the year.
C. Limitations Applicable to Dividends Received From Regulated Invest-

ment Companies (sec. 85/6)
(1) HIouse changes accepted by committee

Under existing law corporate investors in regulated investment
companies receive the usual 85-percent dividends-received credit on
dividends, including those identified as capital-gain distributions.
The purpose of this allowance is to limit the multiple taxation of
intercorporate dividends. A considerable part of the dividends may,
however, arise from interest on bond investments of the regulated
investment company. As a result there is tax avoidance in this area
under present law since the corporation which has issued the. bonds
receives an Intoe'o3t deduction and neither the regulated investment
company nor the corporate shareholder of the regulated investment
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company pay the full tax on the interest income. A similar problem
arises in connection with the application to individual shareholders
in regulated investment companies of tle dividen(l exclusion and
dividends-received credit for individuals contained elsewhere in this
bill.
Under tile house and your committee's bill, if more. than 25 percent

of tlhe income of the regulated investment company is from interest
or other nondividend income, both the (lividlnds-received deduction
for corporations andl t.lle dividend exclusion and credit for individuals
)provided(ll by tis )ill are to be. available only on the portion of the
reIgulat-ed investment comilI)any's distributions which actually repre-
sents dividendd income. If less than 25 percent of tile company's
inlcolme is from interest or other nondivi(lend income( e, the dividend
cre(lits anll allowances will apply to the entire distriiblution by the
reg11uaed investment co11l)l11any. Call)itad-gaill divid(ldeids distributed
1)y regulated investlment companies will not bo eligible for either
corporate or individual dividend allowances.

(2) CI(wijes made by/ committee
For pl)liposes of appl)lying this section, your committee lias defined

(lividelnd inicolle to the investment company so as to exclude dividends
which would not, 1) entitled to tile dividenlds-received credit or exclu-
sioll in the hands of an individual shareholder. It appears to your
committee that, it is inal)prol)riate to allow theo shareholder of a regu-
lated investment comp)anly to treat as a dividend for purposes of tile
credit or exclusioll amounts distributed by the investment, companies
from s.torices such as dividends paid by foreign corporations, which
if received directly by thie shareholder would not bo eligible for such
t,'eatl.enl(,,st.

Your committee has also made minor changes in the House pro-
visioIn with respect to thl requirements that the investment company
notify the stockholder within 30 days after the end of the year as to
the amount of any distribution which is eligible for thle dividends-
receivedl credit, or exclusion in the case of individual stockholders and
thie d(lividens-received deduction in the case of corporate stockholders.

XXVI. FoErIGN INCOME

A. Credit for Foreign Principal Tax secss. 901, 903)
(1) lHouse changes'

Existing law provides for a credit, within limitations, against United
States tax for foreign income taxes which are defined to include so-
called "in liel of" income taxes. Section 901 (b) (1) of H. R. 8300,
as passed by thle House of Representatives, allows a credit against
United States tax for a tax, designated as a "principal" tax, as defined
in section 903. It would be creditable as an alternative to income
taxes imposed by the national government of a foreign country. The
"in lieu of" income tax concept is eliminated in the House bill.

(2) Changes made by committ
Your committee instead of adopting the House proposal has restored

existing law.
Objection was raised to the adoption of the principal tax concept on

the ground that it would, in many instances, reduce the amount of
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credit available under existing law and that it would lead to many
difficult iflnteripretative problems.

Recognizing these objections as valid, your committee restored the
present "in lieu of" provision.
B. Fourteen-Point Rate Reduction for Foreign Income (see. 923)

(1) Houtse changes
Existing law provides for no differential in tax on foreign and do-

mestic income except for a lower rate of approximately 14 percentage
points on income derived by domestic corporations qualifying as
Western Hemisphere Trade Corporations. Section 923 of the House
bill provides, in the case of domestic corporations, for a reduction in
United States tax equal to 14 percent of income from sources within
any foreign country which meets the tests provided for in the section.
Eligible income would include that received from technical services or
from foreign subsidiaries or branches which are engaged in the active
conduct of a business in a foreign country. An activity principally
devoted to the purchase or sale of merchandise, except at retail, is not
a trade or business within the purview of-the provision.

(2) Changes made by committee
Tlie bill as reported by your committee contains no provision com-

parable to section 923 of the Ilouse bill.
Your committee is not at this time prepared to adopt the approach

to the problem incorporated in the House bill. This is new ground
being explored and it presents uncertainties and difficult problems.
Your committee has explored various alternative approaches but has
been unable to find a solution which appears satisfactory.

Accordingly-your committee has omitted the proposal from the bill
as reported by it with the thought that exploration of the matter in
conference with the House of Representatives will make it possible to
adopt a provision which will be satisfactory.
C. Deferral of Tax on Branch Income (secs. 951-958)

(1) House changes
Under existing law, profits of a foreign branch of a domestic cor-

oration are taxed currently. Part IV of subchapter N of the House
bill, provides for a procedure whereby domestic corporations may elect
to defer tax on income of certain foreign branches in a manner similar
to the way in which tax on income of foreign subsidiaries is deferred;
that is, foreign income would not be subject to United States tax until
brought home. Branches which may be so treated must be engaged
in the active conduct of a trade or business meeting the tests pre-
scribed in section 923 of the House bill for foreign corporations whose'
dividends are entitled to the 14-percent credit. When brought home,
the income of such branches would likewise be entitled to the 14-
percent credit.

(2) Changes ,made by committee
The bill, as reported by your committee contains no provision

comparable to sections 951-958 of the House bill. Since the proposal
to permit deferral of foreign branch income in the House bill is depend-
ent on the requirement that an eligible branch must.b,eengaged in the
active conduct of a trade or business entitling it to the 14-percent
differential mentioned in the discussion of section 923, your committee
believed it advisable to omit this proposal.
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D. Elimination of the Orerall Limitation on Credit (sec. 900)
(I) House changes accepted by committee

The credit which is now allowed for foreign taxes is subject to two
limiiat.iols. rle per country limitation restricts the foreign tax
whicll lnay be claimed as a credit to an amount bearing the same pro-
portion tto the taxpayer's total tax liability as tlhe income from the
foreign country bears to the total income of the taxpayer. Thle
overall limitation apl)lies a similar formula with respect to the aggre-
galte foreign axes allowed as, a credit. As a practical matter, however,
tlieoverall limitation is operative only when a taxpayer earns income
in one foreign country and inc'urs aloss in another. The effect of the
lilmitation is ulnfortiiate because it discourages a company operating
profital)ly in one foreign country from going into another country
where it may expect to operate at a loss for a few years. Conse-
quently tle House lhas removed( the overall limitation.

(2) changess made by committee
Your committee has approved the HIouse action without change.

E. Definition of ANoncorporate Income Earned Abroad (sec. 911)
Where an individual is engaged in a trade or business abroad in

which personal services and capital are material income-producing
ftictors, present law provides that no more than 20 percent of the
income from tlhe business may be considered "earned" abroad, and
hence many qualify for exemption from income tax.

(1) Ilouse changes accepted by committee
Thle House bill increased this percentage to 30 percent., thus afford-

ing additional tax relief to businessmen operating foreign business ven-
tures olhier than in the corporate form.

(2) Changes made by committee
Your committee has approved the House action without change.

F. Ilcetern Hemisphere Trade Corporations (sec. 921)
(1) HIouse changes accepted by committee

Although tile Houso believes that the present Western Hemisphere
trade corporation provisions produce some anomalous results, it re-
tained those provisions in order to avoid any disturbances at the
present time to est.ablished-channels of trade. However, to correct
an obvious inequity which has arisen in tlio administration of this
provision, tlie House bill provided that incidental purchases made out-
side of the Western Hemisphere will not disqualify a corporation from
the Western Hemisphere trade corporation credit if it is otherwise
eligible for it.

(2) Chamnges made by committee
Your committee has approved the House action without substantial

change. It did indicate, however, that the House change is to have
no effect prior to January 1, 1954.
0. Other Changes

(i) House changes
In addition to the revisions involving foreign income which have

already been described, the House bill made a number of minor
changes affecting nonresident aliens employed abroad by American
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firms who come to the United States for temporary periods, China
Trade Act corporations, royalties received under certain conditions
from a foreign subsidiary, and the statute of limitations applicable to
claims for refunds by taxpayers assessed abroad for additional taxes.

(2) Changes made by committee
Your committee has approved these provisions with changes in

some instances. The details of your committee's action is explained
in the technical discussion of the bill in a later section of this report.
II. Revenue Effect

It is estimated that the provisions dealing with foreign income
would involve a revenue loss of $2 million in the fiscal year 1955. This
is attributable to the removal of the overall limitation.

XXVII. GAIN OR Loss ON SALE OF PROPERTY

A. Change in Basis of Property Acquired From a Decedent (sec. 1014)
(1) House changes accepted by committee

Under existing law most property transferred as a result of the
death of an individual receives a new basis at the date of death equal
to its then market value (or value 1 year later if the estate-tax
optional valuation (late is used). This is presently true in the case
of property acquired directly from the probate estate of the' decedent
as well as to property transferred by" certain other specifically de-
scribed transfers. This change in basis is not available, however,
with respect to property included in the decedent's gross estate for
estate-tax purposes if the property was transferred in contemplation
of death, was acquired by the surviving tenant of a joint tenancy or
tenancy by the entirety, or was included in the gross estate as a
reserved income transfer.
There appears to be no justification for denying some property

included in a decedent's gross estate for estate-tax purposes a new
basis at date of death while giving this new basis in most other cases.
The House and your committee's bill remove this discrimination by

providing a new basis at date of death (or 1 year later if the optional
valuation date is used) for nearly all property includible in the dece-
dent's gross estate for estate-tax purposes. The only exceptions to
this general rule are income in respect of a decedent, including unexer-
cised restricted stock options and the interest element in a survivor's
interest in a joint and survivor annuity accruing since the annuity
was purchased. Under that provision when the income is reported
for income-tax purposes by the estate or beneficiary, a deduction is
allowed for any estate tax attributable to the values included in the
decedent's gross estate. This is a substitute for the new basis at
death.
The changes made by the House and your committee in this pro-

vision are applicable to property received from an individual dying
after December 31, 1953.

(2) Changes made by committee
Your committee made substantive amendments to this provision

as passed by the House as well as several technical changes. Your
committee added a specific rule for determining the basis of property

48599*-4---S
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transferred before the (lenth of the decedent. So that the (Ionee will
not receive a double de(luction it is provided that his new basis will
I)e t(he alue of the property at the date of the decedent's death (or
alterirnltive valuation date if applicable) less the total of his deduc-
tions for depreciation, depletion, and amortization of property he
received by gift. This rule will not involve the recompl)utation of thlo
(detl(Ictions already taken for the period prior to the decedent's death.
B. Aldj(tustnen to Basi& (sec. 1016)

(1) IIouse chaTnges accepted by committee
Where a tax-exempt organization which has held a property for a

nllulbelr of years becomes taxable (as in tloe case of the application of
(lie unrelated business income tax since tlhe Revenue Act of 1950)
qtj(estions have been raised as to what basis the property should have
for purposess of computing depreciation for income-tax purposes. The
alternatives available are tlhe original cost of the property, its fair
market value at the time the organization becomes taxable, or its
cost less depreciation and obsolescence which has taken place during
the interval prior to the time when the organization becomes taxable.

Tihe present code does not deal specifically with this problem. The
rule presently followed by the Internal Revenue Service is the third
alternative described above. The House and your committee have
end(orsed(l tile position taken by the Service by specifically providing in'
the new (o(de that tlhe basis of the property, for purposes of computing
taxable income, is reduced for exhaustion, wear, tear, obsolescence.
amortization, and( depletion to the extent sustained during any period
since 1913 when the property was held by an organization not subject
to income taxation.

(2) Changes made by committee
The. committee Imade no substantive changes in this provision.

0. Sale of an Annuity Contract (sec. 1021)
(1) House changes accepted by committee

The Htouse and-your committee have added a provision to prevent
the operation of the new rule for taxing annuities from resulting in a
basis of less than zero in the case of a sale of an annuity contract.

(2) Changes made by your committee
No changes were made by your committee.

D. Exchange of Property HIeld for Productive Use or Investment (sec.
1031)

Your committee added section 112 (b) (2) of present law which
provides for tax-free exchanges of common stock for common, and of
preferred stock for preferred, in tile same corporation. Since a similar
provision was eliminated from subchapter C of the House bill, its
insertion at this point does not represent any change.
E. Involuntary Conversions (sec. 1033)

(1) House changes accepted by committee
Your committee approved th-e change made by the House which

extends the involuntary conversion provision to property used by a

taxpayer as his principal residence. ''This provision is described in
Action 1034 below.
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(2) Changes made by committee
It also added a new provision which treats as an involuntary con-

version the sale of land pwned by an individual in excess of the maxi-
mum allowable under acreage limitations of Federal reclamation laws.
F. Sale or Exchange of a Residence (sec. 1034)

(I) Iouse changes accepted by committee
The Revenue Act of 1961 eliminated in most cases the immediate

recognition of a capital gain on the sale of a taxpayer's principal
residence, provided that the proceeds are used to acquire a new
residence. In the case of qualifying sales the basis of the old residence
is carried over to the new residence. To qualify under this provision
the taxpayer must purchase and occupy another residence w'itlin 1
year of the date of tlhe sale, unless he builds a new residence, in which
event the period is 18 months. The House and your committee have
continued this treatmenfiit of lhominwners in the new code, but made
four minor modifications.

Present law provides that gain is recognized only to the extent
that the selling price of the old residence exceeds the cost of the new.
However, the selling price may not be reduced by the expenses of sale.
For example, an individual may sell an old house, with a cost basis of
$10,000, for $14,000, incur selling expenses of $1,000 and reinvest the
net proceeds of $13 000 in a new home. In such a case, a fictitious
gain of $1,000 would be recognized, because the selling price of the old
house exceeds the cost of the new by this amount. Under both ver-
sions of the bill, this result is avoided by reducing the selling price,
for purposes of recognizing gain by selling expenses.

Often a homeowner must incur certain fixing up expenses (such as
papering and painting) in order to sell his house which may not other-
wise be deductible or which may not represent capital expenditures
and thus lhave no effect on the basis of the4house. Both versions of the
bill provide that such expenses (incurred for work performed within
a 90-day period prior to the contract of sale and paid for within 30
days after the sale) may also reduce the selling price for purposes of
recognizing gain. These are allowed since they are incurred only to
sell the old house.
Under existing law in the case of the involuntary conversion of

property which consists partially of a personal residence and partially
of a business property, the permissive extension of the replacement
period beyond 1 year is applicable to the business portion, but the
residence portion must be replaced within 1 year. In cases of in-
voluntary conversion, this discrepancy in treatment has required some
taxpayers (such as farmers), who own properties which are both resi-
dences and business properties, to replace the entire property within
1 year or lose the benefits of the postponement of gain. To prevent
this effect the House and your committee's bill provide that involun-
tary conversions of residences are to come under the general in-
voluntary conversion provision under which the Secretary or his
delegate can extend the replacement period beyond the 1 year, or 18
months, allowed in the case of residences.

Present law provides that the replacement period with respect to
members of the Armed Forces is suspended during the time the tax-
payer or his spouse is on extended active duty after the date of sale
of the old residence and before January 1, 1954. In view of the oon-
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tintlance of the draft and the recall of Reserves to active service, the
l1ouse and your committee have eliminated the cutoff date of January
1, 19.54, but continues to limit the suspension to a period of 4 years
from the date of the sale of the old residence.

(2) Changes made by committee
Nonle.

0. Mlortqage Foreclosures (sec. 1035 of the IHouse bill)
Your committee has decided to reject provisions of the House bill

dealing with mortgage foreclosures and related transactions. The
approachll un(ler thle iHouse bill provided that in the case of foreclosures
no gain or loss would be recognized until the creditor disposed of the
pl)operty. Under this treatment, the foreclosed property would take
tlhe (ebt as its tax basis, and the gain or loss on its ultimate disposition
by the creditor would be capital or ordinary, depending on the pre-
vious character of the mortgage or other evidence of indebtedness in
the hands of the creditor.

T'lo action of your committee in this regard was governed by the
concern expressed by various taxpayer groups that the proposed House
treatment in its application to -the complex area of creditor-debtor
relationships might operate so as to unduly defer or in some cases
deny appropriate loss deductions. In eliminating this provision, the
(onimittee has restored present law, which, in general, treats a mort-
gae foreclosure as a taxable sale and determines the gain or loss with
reference to the difference between the value of the foreclosed property
and theo portion of the loan satisfied by the foreclosure.
-1. Exclwnge of Insurance Policies (sec. 1035)

(1) I-Iouse changes accepted by committee
Under present law where one insurance policy is exchanged for

another, the excess of the value of the policy received over the preo-
miiums paid for the exchanged policy is taxable. This has resulted
in the taxation of individuals who have merely exchanged one insur-
ance policy for another better suited to their needs and who have
not actually realized gain. To remedy this situation, the House and
your committee's bill provide that no gain or loss is to be recognized
on the exchange of-

(1) a life insurance contract for another life insurance contract or
for an endowment or annuity contract;

(2) an endowment contract for another endowment contract or for
an annuity contract; and

(3) an annuity contract for another annuity contract.
(As indicated below, however, your committee has placed limitations
on the tax-free exchange of one endowment contract for another.)

In the thlire types"'of nontaxable exchanges listed above, the con-
tract received by the taxpayer will take the basis of the contract
ex(hangieid for it,- with adjustments for other payments accompanying
the. transfer. Thus, if tne exchange concerns contracts whose pro-
ceeds are taxable, any gain on the original contract, which is not
recognized at the time of the exchange will be taxed when the pro-
ceeds of the second contract are realized.
However, when an endowment contract is exchanged for a life

insurance contract, gain will continue to be recognized at the time of
the exchange. This is to prevent avoidance of the tax due on the
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maturity of endowment contracts by conversion to life insurance
contracts whose proceeds, payable at death, are free of tax.

(2) Changes made by committee
The House bill provided thaj no gain or loss would be recognized

on the exchange of an endowment contract for another endowment or
annuity contract. To prevent tax avoidance, your committee changed
this provision to allow tihe tax-free exchange of an endowment con-
tract for another endowment contract only if the contract, received will
provide regular payments beginning before or on the same date as the
contract exchanged.

XXVIII. CAPITAL GAINS AND Losses

As in the House bill, your committee's bill does not involve a basic
change in the treatment of capital gains and losses. The IHouse:bill
did-make some changes in the application of the capital gains tax in
the case of certain special types of assets or transactions. Your com-
mittee's bill has accepted most of these changes with some modification
at a few points. Two of th6 sections that were new in the House bill
were completely abandoned.
'A. Definition of Capital Asset To Exclude Certain Accounts and Notes

Receivable (sec. 1221)
(1) House change$ accepted by committee

Under present law a taxpayer is required to take into income
tlhe value of an account or note receivable acquired in the sale of inven-
tory or stock in tradet or in connection with the rendering of services.
Unless the taxpayer is a dealer in accounts and notes, however, he
receives only a capital loss if he sells the account or note for less than
he previously took into income. Since this in effect is a business bad
debt, ordinary loss treatment appears appropriate.
The House bill provides ordinary loss or income treatment where

an account or note, acquired in the manner described above, is sold
or exchanged. This is the treatment presently applicable if the
account or note is held until maturity.

(2) Changes made by committee
The change proposed in the House bill has been accepted by your

committee with only technical amendments.
B. Holding Period (sec. 1223)

(1) HIouse changes accepted by committee
Present law, in determining long- or short-term capital gains and

losses, permits the holding period of an asset given up in a tax-free
exchange to be added to the' holding period of an acquired asset. To
prevent tax avoidance the House bill permits the adding of the two
holding periods only where both assets are capital assets.
Under both present law and the bill, a taxpayer who holds a com-

modity futures contract for more than 6 months, and then sells it, has
a long-term capital gain or loss. ..owever, under present law if at
any time he accepts delivery of the commodity, his holding period
starts again as of that time. The bill provides that delivery in such
a case does not start a new holding period.-
The House bill' also permits stock acquired in spinoff to include

the holding period of the basic stock from which the spin-off was made.
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(2) Changes made by committee
The Hloutse bill provided, prospectively,that in determining the

holding period of property acquired in a spin-off there shall be tacked
on the holding period of the underlying security. Your committee
has made clear that this will apply oven where the spin-off occurred
prior to January 1, 1954, as long as the spun-off stock is sold in a year
to which the nlow code al)plieS.
Your committee has slightly modified the rule for "tacking-on" in

tax-free exchanges generally by amending the I-louse bill requirement
that both assets be capital assets, to allow tacking-on if the asset
excha(lnged is depreciable property used in the trade or business.
(C) Bonds and Other Debt (sec. 1232)
-(I) House changes accepted by committee
Under section 117 (f) of present law, when a corporate or Govern-

ment bond in registered form or with coupons attached is retired the
transaction is treated as a sale or exchange. There is some uncer-
taint.iy as to the status of proceeds in these transactions, i. e., as
capital gain or as interest income where the bond or other evidence
of indebtedness has been issued at a discount (see I. T. 3486, 1941-2,
C. B. p. 76, as compared with Comm. v. Caulkins, 144 F. 2d 482). In
these cases, that part of the amount received on a sale or exchange
which may represent a partial recovery of discount on original issue
is a form of interest income and in fact is deductible as an interest
paymentt by the issuing corporation.

1,'fec(tive with respect to bonds issued after December 31, 1954,
the House bill removes doubt in this area by providing that any gain
realized by the holder of a bond attributable to the original issue
discount will be taxed as ordinary income. This is, of course, not
intended to have any effect with respect to bonds issued before that
date. 'This discount is apportioned over the entire period to the
maturity of the bond and if the bond is sold prior to maturity only a
pro rata portion of this discount is attributed to the gain realized by
the seller. Any excess gain over the amount considered as ordinary
income will be taxed as a capital gain. This rule is not applied to
State and local government securities since interest income on these
securities is free of tax. Rules for determining the original issue price
are provided by the bill.

(2) Changes made by committee
Your committee has extended the underlying principle of the House

bill to another situation where a discount is created in connection
with a bond by means of an artificial:fansaction. Where a bond is
sold 'with a number of coupons detached in addition to the coupons
covering thei next 12 months, an artificial discount is created. The
bill provides that the buyer of such a bond with excess coupons
detached will report as ordinary income any gain on the later sate or
redemption of the bond up to the amount of the artificial discount
created by detaching coupons.

Several clarifying amendments have been made to make clear the
application of the provisions of. this section in the case of so-called
face-amount certificates where the investor makes a series of payments
with an agreement to receive a larger lump sum at the end of a period
of time. This difference is to be treated as original issue discount.
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Certain changes have been made in the House provision for adminis-
trative convenience to avoid the application-of the formula in several
situations where little or no ordinary income is likely to be recognized.
D. Short Sales and Options (sees. 1233, 1284)

(1) Ioeuse changes accepted by committee
Under present law7 a dealer in commodities or securities can obtain

long-term capital gains treatment by selling his stock in trade short
rather than by selling it outright. To prevent tax avoidance, the
House bill provides that the gain or loss from a short sale is to depend
upon the nature of the asset used to close the sale.
Under present law in the case of the failure to exercise an option

the Holder of the option always realizes a short-term capital loss and
the grantor a short-term capital gain; in the-case of the sale of an
option the holder (unless a dealer in options) realizes a long or short-
term capital gain or loss depending on how long he held the option.
The House bill provides consistent treatment for sales and failures
to exercise an option and in the case of the optionee makes the
treatment depend on the nature of the underlying asset. Thus, if
a taxpayer acquires an option relating to a noncapital asset he will
receive an ordinary gain or loss when he sells the option or when the
period expires for him to exercise it; or if the underlying asset is a
capital asset he will receive capital gain or loss treatment regardless
of how he disposes of the option. However, the grantor of the option
always will receive ordinary income on the failure to exercise any
option.

Present law does not count as a part of a holding period any period
in which a taxpayer is both long and short with respect to substantially
the same investment. Moreover, present law provides a presumption
that a-put" (an option to sell an asset at a fix6d price) is a short sale.
This prevents the use of a "put" to artificially extend a speculative
commitment beyond 6 months. However, if a "put" is purchased
with the stock which is to be used to exercise' it in order to hedge
against a decline in its value, the taxpayer is denied long-term capital
gains treatment. To avoid this result a "put" is not to be presumed
a short sale if, among other things, it is purchased at the same time
as the stock to be used to fulfill the contract.'

(2) Changes made by committee
Your committee made no changes in this section.

E. Sale of Patents by an Inventor (sec. 12S6)
(1) House changes accepted by committee

Under present law an amateur inventor may. receive capital gains
treatment on the outright sale of his patent but a professional may not.
However, if a sale arrangement results in royalty income, rather than
installment payments, even an amateur inventor faces uncertainty
as to whether he receives capital gains or ordinary income tax
treatment.
The present distinction between amateur and professional inventors

and between royalty income and installment payments is both arbi-
trary and confusing since due to the inherent uncertainties, a royalty
type of arrangement is the reasonable way for an inventor to sell a
patent. Moreover, the present treatment tends to discourage scien-
tific work.
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The Iouse bill made no distinction between amateur and profes-
sional inventors or between royalty income and installment sales.
Capital gains treatment was to be available in all such cases if the
contract (loes not make the sales price dependent, for a period of more
than 5 years, upon the productivity, use, or disposition of the patent
inll tle hland(s of the )uyer, anld if the payments arle completed in
5 years (except for late-payments resulting from the failure of the
buyer to meet the contract ternis). The statute of limitations was
extended for this purl)ose. These restrictions were drastically re-
vise(l by your committee.

(2) Changles made by committce
Your committee did not feel that the House bill accomplished its

objective of stimulating inve'ntions 1)ecause section 1235 was restricted
to the inventor and because of the 5-year rule. The section has been
amended so as to apply also to an individual who purchased his in-
terest in the invention prior to the point in time when the invention is
reduced to actual practice, but this individual may not bo a close
relative nor an employer of the inventor. The provisions of the
liouso bill were amended further to remove the 5-year rile. This
means that any incoalie from an assignment or anl exclusive license
agreement which qualifies as a sale or exchange, in the hands of a
(ualified assignor or licensor, will beo capital gains, whether or not it
dep en(ls on thlo profitable use of the patent by the assignee or licensee.
(P) Investment Account of Real Estate Dealers (sec. 1237 oJ House bill)

(1) House changes accepted by committee
Your committee deleted this provision. Real estate dealers are

not given specific ol)portunities under present law to segregate their
personal investments in real estate from their real estate business
activities. Such segregation in their cases is generally limited to
occasional instances of inherited property or unrelated types of real
property investment.

Theo house bill extended capital gain treatment to real estate
dealers who earmark property for investment (within 30 days of
acquisition or 90 days after tle enactment of this provision) if no
substantial improvements are made to the property by the dealer and
if the property is held for a period of at least 5 years.
To separate the long-term gain element from the ordinary income

attributable to tile selling effort, the bill provided that, to the extent
of 5 percent of the gross proceeds of the sale, ordinary income is
realized and only the remaining gain is to be treated as a capital gain
from an investment. Expenditures of the sale were to be allocated
first to the portion of the gain treated as ordinary income.

(2) Changes made by committee
This section has not been retained in your committee's bill. The

provision in the House bill was criticized as being unduly restrictive
with respect to the sort of improvements that could be made by the
investor-dealer. It was considered appropriate to subject this problem
to more detailed analysis and to avoid adopting language at this time
that would be unnecessarily restrictive or allow tax avoidance.



INTERNAL REVENUE CODE OF 1954

(G) Sale of Subdivided JReal Estate (sec. 1237)
(1) house changes accepted by committee

At present, an individual who subdivides real property held for
investment purposes is likely to be held a dealer and subjected to
ordinary income tax rates on the entire long-term gain. 'However, an
individual holding real property for investment may find that the only
wa.v to dispose of it at a reasonable price is to subdivide it into lots.
The House adopted a provision which permits a taxpayer sub-

dividi(lg real estate under special circumstances to report long-terin
capital gains on the sales of lots. To obtain this treatment the
taxpayer ust Inot be otherwise a dealer in real estate, must not
have made a substantial improvement in the property,- and must
have held the property for 5 years. In such cases the first five sales
may beo made subject only to capital gain or loss treatment. In the
year in which the sixth sale'is made, and in any Suibsequcnt sales of
the property, the subdivider is to report 5 percent of his gross pro-
ceeds of all such sales as ordinary income and any remaining gain as

capital gain.
(2) ChOanges made by committee

Your committee lhas amended the rule relating to substantial im-
provements on the property. For an improvement to exclude a
particular subdivided parcel of the tract from the benefits of this
section, the improvement must be on the tract, it must substantially
enhance the value of the parcel sold, it must itself be substantial in
character, and it must be put up under circumstances that involve an

adjustment to basis for the holder of .th tract.
H. Certain Employee Termination Payments (sec. 1240)

(1) House changes accepted by committee
This section is derived from section 117 (p) of present law but was

not included in the House bill.
(2) Clanges made by committee

Your committee agrees with the objective of removing this provision
prospectively but took that action in such a way as not to affect
individuals who prior to 1954 entered into employment contracts
relying on the application of this provision.
I. Cancellation of Lease or Distributor's Agreement (sec. 1241)

(1) House changes accepted by committee
This provision was not included in the House bill.
(2) Changes made by committee

Your committee has taken action to assure that certain types of
transactions will be regarded as sales and thus may give rise to capital
gain or loss. For the most part, these results are achieved in the
courts at present. This section provides that amounts received by a
lessee in payment for giving up his business lease will be regarded: as
proceeds of sale. Also, amounts received by a distributor for sur-
rendering his distributor's agreement will also be so considered if he
has a substantial capital investment in the distributorship.
The section is limited in scope and it does not constitute a reexami-

nation of present law relating to contracts to which the section does
not specifically apply.
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J, Private Annuities (sec. 1241 in House bill)
(1) House changes accepted by committee

The bill as passed by the House, but not your committee's bill,
foriliulated specific rules for the tax treatment of private annuities.
So-called private annuities or noncommercial annuities involve the
exchange of property for a promise on the part of the buyer to pay a
life income. Presently, the tax treatment of these transactions is in
an uncertain status due to conflicting court decisions.

(2) Changes made by committee
Your committee has not adopted this portion of tho House bill.

The objective of clarifying the uncertainty of the court decisions is
l)raiseworthy. It was-found, however, that tlhe application of tilhe
rules of tile House bill left some uncertainty in particular areas,
notably in support contracts. It was considered preferable to give
more attention to tlhe operation of tihe proposed now rules in varnoul
types of situations before they were adopted.

XXIX. READJUSTMEINT OF TAX BIETWEEN YEARS

A. Averaging (sees. 1301-130/)
(1) House changes accepted by the committee

Your committee adopted the several amendments to existing law in
the liouse bill. One of these changes increases tlhe maximum time
over which income from an invention can be spread back from the
present 36 months to 60 months. Another provides that a partner
cannot spread back income to years prior to his becoming a member
of the partnership. A third provision denies the benefits of income-
splitting for years prior to 1948. As under present law, this provision
would only be available if tlhe income is earned over at least 36 months.

(2) Changes made by committee
In addition, tlhe committee's bill provides that income from inven-

tions and artistic work may be spread back for income tax purposes
if earned over a period of 24 months instead of over the 36-month
period( provided by present law.
B. Adjustments to Closed Taxable Years (sec. 1311-1315)

(1) IIouse changes accepted by committee
Under existiiig law an adjustment of the tax may be made for

years otherwise barred by the statute of limitations where either the
taxpayer or the Commissioner of Internal Revenue maintains an
inconsistent position in an open taxable year. This prevents either
party from gaining a tax advantage by adopting an inconsistent
position. An adjuistmont is also permitted in closed taxable years
under certain conditions where the taxpayer claimed a deduction in
the wrong taxable year or the Commissioner included an item of
income in the wrong year.

'1'he amendments made by your committee are designed to provide
a simplified procedure for making the adjustments, to reflect the not
operating los in the computation of the adjustment, and to provide
for more uniform application of the circumstances under which the
adjustment is allowed.
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At the present time the adjustment to closed taxable years may be
made only on the basis of a final determination of the tax liability with
respect to the open year. The final determination must be either a
decision of a court, a closing agreement, or a formal allowance or
disallowance of a refund claim.
The House and your committee has provided that adjustment in

the closed year may be made on the basis of an informal determiina-
tion signed by the taxpayer and on behalf of the Commil3sioner.
The new procedure will be subject to regulations approved by the
Secretary or his delegate. The informal determination will not be
binding on the parties, but if the determination should later be altered
or revoked, the adjustment in the closed year will also be revised.
The proposed procedure will eliminate the present confusion as to
the status of informal agreements and enable taxpayers and the
Government to obtain speedy relief-in eases where the application
of the adjustment provision is agreed to by the parties.
The amount of the adjustment under present law is determined

solely on the basis of the computation of tax'- for the year of the error.
It lhas been pointed out that the adjustment may be wholly inadequate
in cases where a net operating loss is involved which affects other
taxable years. The adjustment provisions have been amended ac-
cordingly to provide that there shall be taken into account the effect
in other taxable years of a net operating loss deduction or a capital
loss carryover which is determined with reference to the year of the
adjustment.
Other technical amendments have been made to the provisions

describing the circumstances under which the adjustment to closed
taxable years may be made. For example, the adjustment will be
available, in cases involving the determination of the basis of property,
where either the taxpayer or the Commissioner assumes an incon-
sistent position with respect to the expensing of items which are
properly chargeable to capital account, or the capitalizing of items
which should have been expensed. The provisions relating to the
treatment of property held by donees have been revised to make the
adjustment applicable where the donor owned the property at the
time of the erroneously treated transaction. Under present law the'
adjustment as to donors is applicable only where the donor acquired
the property in the erroneously treated transaction.

(2) Changes made by committee
Your committee made only technical changes in this provision.

C. Involuntary Liquidation ofLIFO Inventory (sec. 1321)
(1) House change accepted by committee

Under existing law taxpayers on the IIFO inventory basis are
given special treatment in the case of involuntary liquidations of
inventories occurring after January 1, 1950, and before January 1
1954, and related to war conditions or to the disruption of normal
trade channels which caused a scarcity of the inventory goods,' pro-
vided that replacement is made prior to January 1, 1956. If these
conditions are met, an appropriate adjustment is allowed for the year
of liquidation to cover the cost of replacing that inventory in the later
year.
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The House and your committee's bill provide that this treatment
may be applied to involuntary liquidations occurring in any taxable
year ending before January 1, 1955, since tlhe continued war in Asia is
still forcing thle involuntary liquidations of inventories. This section
l1ns not oth.lerwise been changed from present law.

(2) Clianges made by committee
None.

1). (Clai of Right (sec. 13t1)
(1) House changes accepted by committee

lTnder present law if a taxpayer is obliged to repay amounts which
lhe llad received in a prior year and included in income because it
appeare(l that he had an unrestricted right to such amounts, ho may
take a deduction in tilh year of restitution. In many instances of
this nature, the deduction allowable in the later year does not com-
pensate tlhe taxpayer adequately for the tax paid in the earlier year.

Tlle House and your committee's bill provide that if the amount
restored exceeds $3,000, the taxpayer may recompute the tax for the
prior year, excluding from income the amount repaid. This is an
alternative to taking thle deduction in tlhe year of restitution. Tile
$3,000 limitation ih imposed for administrative reasons. Moreover,
with amounts of $3,000 or under, the effect of excluding the repaid
amount from the earlier year's income is likely to have little, if any,
tax advantage over taking a deduction in the year of restitution.
'lhis section is inapplicable to refunds, allowances, bad debts, etc.,
pertaining to sales of inventory or stock in trade which may be pro-
vided for under section 462 relating to reserves.

(2) Change made by committee
Your committee's bill provides that the exclusion of refunds per-

taining to inventory sales will not exclude from the benefits of this
section refunds made by a regulated public utility where the refunds
are required to be made by tlhe regulatory body, such as the Federal
Power Commission. It i» made clear, for example, that refunds of
charges for the sale of natural gas under rates approved temporarily
would be eligible for tile benefits of this section.

XXX. ELECTION OF CERTAIN CORPORATIONS AND UNINCORPORATED
BUSINESSES AS TO TAXABLE STATUS

Your committee lias adopted new provisions which for the first
time will eliminate the effect of the Federal tax laws on the form of
organization adopted by certain small businesses. This is accom-

)lisllhed by giving certain corporations the option to be taxed as a

partnersllip and by allowing certain proprietorships and partnerships
the option to be taxed as a corporation. These provisions are not in
thle House bill.
A. Certain Corporations Electing to be Treated as Partnerships (see.

1351)
(1) Houwe change

No provision of this type is in tle House bill.
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(£) Changes by committee
Under your committee's bill certain corporations organized after

December 31, 1953, may elect to be treated for tax purposes as a
partnership. This election is limited to corporations with 10 or fewer
shareholders, all of whom are actively engaged in the business. Tho
consent of each shareholder is required and no change may b})e made
in the election unless there is a change in ownership of more than
20 percent. In order to avoid possible complications in the taxation
of preferred stock dividends not earned in the year distributed, only
corporations having one class of stock outstanding may qualify.
Moreover, employees of the corporation who are shareholders would
not be permitted to participate in tax-exempt employee pension or
profit-sharing plans.

This provision will make it possible for small corporations which
are essentially partnerships to enjoy the advantages of the corporate
form of organization without .being made subject to possible tax dis-
advantages of the corporation. It will thus eliminate the influence
of the 14 federal income tax in the selection of the form of business
organization w]4ich may be most desirable under the circumstances.

It is estimated that giving certain corporations the election to be
treated as partnerships will decrease revenues in the fiscal year. 1955
by $50 million.
B. Unincorporated Business Enterprises Electing To Be Taxed as Domes-

tic Corporations (sec. 1361)
(1) IHouse changes

No provision of this type is in the Iioousc bill.
(2) Changes made by committee

This provision of your committee's bill permits certain proprietor-
ships or partnerships with 50 or less members to elect to be treated
for tax purposes as a corporation. This privilege is limited to those
businesses where capital is a material income-producing' factor, .or
where 50 percent or more of the gross income consists of gains, profits,
or income derived from trading as a principal or from certain types
of brokerage commissions. This provision would rule out firms en-
gaged in professional services such as the law accounting, medicine,
engineering, and others. Since it is intended to limit optional tax
treatment to operating business income, personal holding company
income such as dividends, interest, and certain rents and royalties,
are excluded from corporate income-tax treatment and are taxed
directly to the proprietor or partners as if an election had not been
made.
An election to be taxed as a corporation is to be irrevocable unless

there is a change in membership of more than 20 percent.
The privilege of unincorporated businesses to be treated as corpora-

tions for tax purposes is complementary to the similar option granted
certain corporations. It permits the business to select the form or
organization which is most suitable to its operations without being
influenced by Federal income-tax considerations.

It is estimated that giving unincorporated business enterprises the
election to be taxed as corporations will decrease revenues in the fiscal
year 1955 by $20 million.
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XXXI. CONSOIIDATED RETURNS SECSS. 1501-1505)
(I) Ilouse changes

The HoIuse changes which were not accepted l)y your committee
are discussed below.

(2) Chanlges mnade by committee
Under tleHllouseo bill, the consolidated return regulations were

inserted ill tlho statute. While your committee recognlizes that these
reguila tions have b)ee(n generally ac(el)pted, your committee believes that
it is more all)prol)riato to have these detailed rules in the form of
regulations rather than in the statute. In this form they may be
readily amlend(l(e without, necessary congressional action. This is
I)articutlarly desirablee in view of tile many revisions of the income tax
laws ill this bill which must 1)e reflected in these regulations.

In retfurniitg, in effect; to the existing law in this area, your comrn
mittee provides that in order for corporations to join in the filing of a
consolidatedd return, one must owln 95 l)percent of the outstanding stock
of the other. 'Tle 1House bill lowers this stock ownership affiliation
test, to 80 percent.
While your committee and thlie House bill generally retain the 2

percent additional tax on the income of an affiliated group exercising
the privilege of filing a consolidafled return, your committee has pro-
vided that this additional tax shall not appljfy in the case of an affiliated
group co)sisting of regulated public utilities.

It is estimatleed that removing tlhe 2 percent ad(lditional tax on regu-
lated public utilities will red(luce the revenues in the fiscal year 1955
by $:;5 million.

XXXII. DISATTLLOWANCE OF MINIMUM EXEMPTION AND CREDIT
(SEC. 1551)

(1) Changes accepted by committee
Under present law, if a corporation transfers property (other

than money) to another corporation which it controls and which was
created or utilized for tlhe purpose of receiving the transferred property
in order to obtain either an additional $25,000 minimum surtax ex-

emption or an additional $25,000 minimum excess profits tax credit,
tle benefit of the additional credit or exemption is disallowed to the
transferee corporation. Under existing law, this provision is not ap-
plicable with respect to taxable years beginning after December 31,
1953.
Your committee and thoe House bill extended this provision indefi-

nitely insofar as it relates to the $25,000 minimum surtax exemption.
The House bill also provides that the $30,000 accumulated earnings
credit provided by your committee in connection with the tax on
accumulated earnings, also is not to be available to the transferee
corporations in these cases.

(2) Ceanges made by committee
Your. committee made a technical conforming change increasing

from $30,000 to $60,000 the amount of the accumulated earnings credit
to which this provision refers.
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XXXIII. ESTATE TAX

Substantive changes have been made in the estate tax by thle House
and your committee. However, the basic structureoof this tax has
been retained and the rates in affect under present law have been
continued.
A. Combining the Basic and Additional Taxes (sees. 2001 and 2011)

(1) House changes accepted by committee
Under present law estate-tax liability is computed by first deter-

mining a 'tentative tax"' (basic and additional taxes). Then, if the
estate is over $100,000 a "basic estate tax" is computed and 80 per-
cent of this represents the' maximum credit allowed for State death
taxes.

The1 I-Touse and your committee's bill greatly simplifies this computia-
tion by doing away with the'necessity of sep)aratelIy Cicomputing the
basic tax. This is made possible by expressing the maximum credit
allowable for State death taxes as a percent of the taxable estate of
the decedent.

This simplified method of computing the tax dods not change the
tax liability of'any citizen or resident of the Utiited States or the
credit allowed for State death taxes. It (does, however, raise slightly
the tax of those few nonresident aliens who are entitled to a credit
for State death taxes.

While the concept of the basic estate tax is l1agely discarded in
the bills, a method of determining 6te basic and additional estate taxes
separately is retained, since some State death taxes and the exemp-
tion for estates of certain members of the Armed Forces require the
separate computation of these taxes.

(2) Changes made by committee
None.

B. Credit for Tax on Prior Transfers (sec. £013)
(1) Hiouse changes accepted by committee

Present law allows a deduction for property received from a prior
decedent (or by a gift subject to tax) within 5 yeais of the current
decedent's deatl. The deduction is allowed for tlie value of the prop-
erty still in the possession of the current decedent at the time of his
death (or which can be traced as having been acquired in exchange for
such property) and is independent of the amount of the tax paid on
the prior transfer. The deduction- is reduced if the property is subject
to a debt or claim and no deduction is allowable if the property was
received from the current deceden'tis spouse.
Your committee has accepted a House provision which will give more

equitable results and remove the difficult task of tracing Pthe property.
A credit is allowed for the tax paid on the property in the' estate of
the prior decedent but it can never be larger than if 'the current
decedent had not received the property. To eliminate the tracing the
credit is based upon the value of the property at the' time of the
death of the prior decedent. Moreover, property transferred between
spouses, to the extent no marital deduction was available, is eligible
for this credit.
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The credit is to bhe allowed in full for 2 years following the death of
the prior decedent and( then decreases by 20 percent every 2 years
thereafter until no credit is allowed after the 10th year.

Since the purpose of this provision is to prevent the diminution of
an estate by the imposition of successive taxes on the same property
within a brief period, the credit for gift tax paid on a prior transfer
has been omitted.

(2) Changes made by committee
Your committee has expanded the provisions in the House bill in

minor respects. It specifically includes property passing as a result
of the exercise or nonexercise of a power of appointment. This re-
moves any possibility that property includible in the estate of a donee
of a power of appointment will be taxed twice if the appointee or taker
in default (lies within 10 years of the donee. In addition, your com-
mittee provided that inter vivos transfers to a person who predeceased
the transferor by less than 2 years may qualify. Under the House
bill, for example, if A made a gift to B in contemplation of death and
the property was included in A's gross estate, no credit would have
been available to either Aor- B if B predecsed A. To meet this
problem without creating undue administrative difficulties, a credit in
this example will be given to B if he died within 2 years before the
death of A or 10 year after.

In order to provide mwcertmn rules under which property is
valued for the purpose of oemputing the credit and the limitation
of the credit under section, yo committee struck the provisis
in the House bill on this matter a inserted new rules based oi,.the
principles etabliahed under the estate tax marital deduction. HGow
ever, the distinction between terminable interests and other interests
made in the cae of the marital deduction is not continued in this sec-

tion, since the terminable interet may have produced income that
might be taxable in the deedent's estate. Thus, if A transfers a life
estate in property to B 4d th remainder interest to C, the value of
the life estate at the time of A's death would form the basis for the
computation of B's credit for the estate tax paid on the transfer by A
and the value of the remainder interest at the time of A's death would
be used in determining C's credit.
0. Alternate Valuation (see. £032)

(1) House changes accepted by committee
Your committee rejected all substantive changes made in the

section by the House bill.
(2) Changes made by committee

Present law allows an estate to be valued at either the date of a
decedent's death or 1 year thereafter. The value of the property on
the valuation date scle.ted is also used to determine the income tax
basis for the property ih the hands of thetransferee.
* The House bill would have limited this option to instances in
which the pro6pery declined by one-third in value during the year
after death- This proposal woiild have had the unfortunate effect
of compelling litigation to determine the value at two dates. In
addition, Jt woum!hiave provided a severe hardship in the case of
an estate which declined in value substantially but not' quite by one-
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third. Therefore, your committee's bill reinstates the provisions in
present law.
D. Transfers Taking Effect at Death (sec. 2037)

(1) House changes accepted by committee
Under present law property previously transferred by a decedent

is includible in his gross estate ifp possession or enjoyment of the prop-
erty can be obtained only by surviving him. This rule applies even
though the decedent has retained no interest in the property.
Where the decedent has disposed of alnil, or substantially all, of his

rights to property long before his death, it appears unduly harsh to
subjectthe property to estate tax merely because the ultimate taker
of the property is determined at the time of the decedent's death.

This rule has been discarded by the House and your committee's
bill. In the future property previously transferred by a decedent
will be includible in his estate only if he still had (either expressly or by
operation of law) immediately before his death a reversionary inter-
est in the property exceeding 6 percent of its value, that is, if he,
prior to his death, had 1 chance in 20 that the property would be
returned to him.

(2) Changes made by committee
None.

E. Annuities (sec. 2039)
(1) House changes accepted by committee

Under present law the value at the decedent's death of a joint and
survivor annuity purchased by him is. in'cludible in his gross estate.
It is not clear under existing law whether an annuity of that type
purchased by the decedent's employer, or an annuity to which both
the decedent and his employer made contributions is includible in
the decedent's gross estate.
The House and your committee's bill requires the inclusion of a

joint and survivor annuity in the gross estate to the extent that the
decedent contributed to its cost and, for the purpose of determining
the extent of the decedent's contribution, the payments made by the
employer under an unqualified pension plan, are to be taken into
account. However, under; an approved trust, pension, or retirement
plan the employer's contributions are not to be considered as having
been made by the decedent,
For values which are included in the gross estate,! the House and

your committee's bill provide an additional exclusion ('income in
respect of a decedent) when the survivor reports the income, equal
to the estate tax attributable to the income element of the survivor-
ship feature which has accrued since the annuity was purchased.'

(2) Charnges made by committee
Your committee adopted amendment' clarifying the House bjilso

thatannuities provided under an employees trust'(or under a/con-
tract purchased by an employee'stirust will be excluded1fro thie
gross estate if theplan istterminat6eprior to the decedent*s:6pration
from, employment. If an annuity is attributable partiallyt: coin
tributions by the decedent and partially to contributions by' the
employer, the exclusion is limited to that part of the valiie of the

48599'-4 --9
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annuity in proportion to the part of the total contributions made by
the employer.
Subsection (c) was made applicable to all decedents dying after

December 31, 1953.
F. Proceeds of Life Insurance (sec. 2042) ,(

(1) House changes accepted by committee
The proceeds of life insurance on a decedent are subjected to tax

in his estate under present law if the policy is payable to the executor,
if the decedent paid the premiums on the policy (in this case includible
in proportion to the amount paid), or if the decedent possessed any
elements of ownership in the policy at date of death.
No other property is subject to estate tax where the decedent initi-

ally purchased it and then long before his death gave away all rights
to the property and to discriminate against life insurance in this regard
is not justified.
The House and your committee's bill retains the present rule includ-

ing life-insurance proceeds in the decedent's estate if the policy is
owned by him or payable to his executor, but the premium test has
been removed. To place life-insurance policies in an analogous position
to other prol)erty, however, it is necessary to make the 5-percent-
reversionary interest rule, applicable to other property, also applicable
to life insurance.

It is estimated that the change made by your committee in this
provision will reduce revenues by about $25 million in the fiscal year
1955.

(2) COhanges made by (committee
None.

G. Expenses, Indebtedness, and Taxes (sec. 2063)
(1) I-ouse changes accepted by committee

Funeral expenses, administration expenses, claims against theo
estate and unpaid mortgages are deductible in computing the'taxable
estate under present law. However, this deduction is limited to those
expenses allowable by the laws of the jurisdiction under which the
estate is being administered and cannot exceed the value of the
property included in the gross estate subject to claims, that is, the
probate estate. Thus if the decedent has placed most of his assets
in a trust (not includible in his probate estate) funeral and other
expenses actually paid by beneficiaries or expenses of administering
trust property paid out of the trust assets are not allowed as a deduc-
tion to the extent they exceed the value of the property in the probate
estate.
These arbitrary distinctions have been removed under the House

and your committee's bill. Expenses incurred in connection with
property subjected to the estate tax, although not in the probate
estate, are to be allowed as deductions, if ihe expenses are of the type.
which would be allowed as deductions if the property were in the
probate estate and they are actually paid within 1 year of the de-
cedent's death.
In addition, expenses in connection with property subject to claims

are to be allowed without regard to the total value of the probate
estate if they are paid within the period provided for the assessment
of the estate tax.
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(2) Changes made by committee
None.

H. Transfers for Pulic, Charitable, and Religious Uses (sec. 2055)
(1) House changes

None.
(2) Changes made by committee

Your committee inserted a now provision which provides that
bequests to veterans' organizations organized under an act of Con-
gress .will be deductible for estate-tax purposes. Gifts to these
organizations are presently exempt from the gift tax and this pro-
vision in the estate tax will encourage bequests to those organizations
devoted to promoting the welfare of the veterans, including the
American Legion, the Disabled American Veterans the Veterans of
Foreign Wars, AMVETS, and the United Spanish-American War
Veterans.
I. Marital Deduction (sec. 2056)

(1) House changes accepted by committee
A marital deduction is allowed in computing the taxable estate

under present law for the value of property passing from one spouse
to the other, if the surviving spouse has a right to the income from
all of the property and has a general power of appointment over all
of it. However, present law requires in such cases that the property
be placed in "trust" and because of doubt under the law of the various
States as to what constitutes a "trust" it is not clear when a legal life
estate will qualify as a trust. Nor is it-cldar where property is placed
in trust and the surviving spouse has an income interest in and power
of appointment over part of the property, when the interests given
the surviving spouse constitute a transfer in trust qualifying for the
marital deduction.
The House and your committee's bill make it clear that property

in a-legal life estate as well as property in trust qualifies for the
marital deduction and that a right to income plus a general power
of appointment over only an undivided part of the property will
qualify that part of the property for the marital deduction. Conform-
ing changes have been made for life insurance or annuity payments
where the surviving spouse has a power of appointment.

(2) Changes made by committee
Your committee rejected a special provision "added by the House

that allowed widows' allowances to qualify for the mai4tal deduction
to the extent paid within 1 year of the decedent's death. Under
present law many widows'.allowances qualify for the marital deduction
without regard to the time of payment. It is believed that the House
bill might-raise some question as tothe treatment tinder the-marital
deduction of these widows' allowances to the extent 'not received
within 1 year of the decedent's death.
Your committee also made technical changes in th isprovision

J. Stocks Situated in the United States (se. si04)
(1) House changes'acepted by committee

Under present law stock held by nonresident aliens is treated as
property situated in the United States if it is stock of a domestic
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corporation regardless of where tile certificates are located, and if it is
stock of a foreign corporation, if the certificates are located in the
United States.
Under both versions of the bill only the first of these rules is retained:

Stock is to be deemed to be situated in the United States only where
it is stock in a domestic corporation.
This rule conforms to the tax conventions tilhe United States has

entered into with many countries and removes any deterrent to the
use of United States bank and trust companies as depositories.

(2) Chanlges made by committee
None.

K. Members of the Armed Forces Dying as a Result of Service in a
Combat Zone (sec. 2201)
(I) House changes accepted by committee

Present law exempts from the additional estate tax members of
the Armed Forces dying in a combat zone, or dying from wounds or
disease incurred while in a combat zone. However, this exemption
applies only to those dying before January 1, 1955.
The two bills extend this exemption from the additional estate tax

to cover any period in which persons generally are subject to induction
under the Universal Military Training and Service Act. This change
is similar to those previously described in the case of the income tax.

(2) Changes made by committee
Nolle.

XXXIV. GIFT TAX

A number of substantive changes in the House bill have been made
in the gift tax provisions but the rate of tax is left unchanged.
A. Nonresident Aliens (sec. 2501)

(1) IHouse changes accepted by committee
Present law applies the gift tax to all gifts made by citizens or resi-

dents of the United States. In the case of nonresident aliens the
tax is imposed on all gifts of property within the United States.

T'he tax on gifts of nonresident aliens is easily avoided if the donor
merely moves the property from the United States to a foreign country
and makes the gift there'. Thus, the chief effect of imposing the gift
tax with respect to gifts of intangible property by nonresident aliens
has been to deny United States financial institutions business as
depositories for property whiichinonresident aliens can keep outside
the United States if thiiey intend to make gifts. Moreover, once the
property is removed from the United States it is not returned since
the donees fear that bringing property back to the United States
would result in the imposition of a gift tax.
The bill imposes a gift tax with respect to all gifts made by citizens

or residents of the United States wherever the property is situated.
In the case of nonresident aliens who are engaged in business in the
United States tax is imposed with respect to gifts of property situated
in the United States. With respect to all other nonresident aliens
the tax is imposed only with respect to tangible property situated in
the United States.
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(e) Chtarnges made by committee
Your committee accepted the substantive changes made in the

House bill but made certain clerical changes in order to achieve
greater clarity.
B. Taxable Gifts (sec. 2503)

(1) hIouse changes accepted by committee
Gifts to minors are often hindered by the fact that it is not clear how

such a gift can be made in trust or through a guardian for a minor's
benefit other than as a future interest, and for future interests the
$3;000 exclusion is not available. Doubt arises as to whether a gift
in trust for a minor can be a present interest since the child does not
presently have complete control over the property. Where a child's
guardian who has control over gifts to a child, is personally responsible
for the stipport of a child, since he must provide for the current needs
of the child, 'it would appear that a valid gift could only be for a
child's future benefit.
The House and your committee's bill provides that gifts to minors

will not be considered gifts of future interests if the income and prop-
erty can be spent by or for the child prior to his attaining age 21 and
if not so spent passes to the child when he reaches age 21 (or to his
estate if he (lies prior to age 21). Your committee accepted this pro-
vision in the House bill with certain technical changes to promote
clarity.

(2) Changes made by committee
Present lawv provides an exclusion for the first $3,000 of gifts by a

donor to a donee in a calendar year unless the gifts are gifts of future
interest. Sometimes a present interest in property, such as a life
estate, is coupled with a future interest, such as the power of a trustee
to terminate. a trust and make immediate distribution tW, the life tenant.
Under present law the life estate might be held to have no value since
the future interest could result in its immediate temiihmation although
such termination would increase rather than diminish the value of
the gift to the donee. Therefore, the House and your committee have
added a new provision that will allow the value of the present interest
to be computed without regard to the effect of the power upon it if
the power can only be exercised to increase the donee's interest in
the property.
0. Revaluation o/ Gifts for Prior Years (sec. 2504)

(1) House changes accepted by committee
Due to the cumulative nature of the gift tax and the, progression in

gift-tax rates, the tax liability for gifts in a paicarticlaryear independent
on the correct validation of gifts in prior years.' TheIefore, a tax-
payer's gift tax liability for 1953, for example, might be dependent on
whether' the valuation of agift made in 1935 is larger, smaller, or the
same as previously reported, although:the statute of limitations has
run on thetax paid on the 1935 transfer. ..:,

It is believed that onco tihe value of a 'gift has been accepted, for
purposes of the tax by both the Government,and theitaxpayer, this
value should be acceptable to both in measuring the tax to be applied
to subsequent gifts. 'For that reason the bill provides that the Value
of a gift as reported on a taxable gift tax return for a prior year is to
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l)c conclusiive as to the value of the gift (after the statute of limitations
has run) in determining thlo tax rate to be applied to sul)sequent gifts.
This substantially increases certainty in, the gift tax area.
D. Tenancies by the Entirety (sec. 2515)

(I) House changes accepted by committee
Und(ler present law the creation of a tenancy by the entirety may

result in a gift from one spouse to the other at the time the tenancy
is created. Moreover, the termination of the tenancy may also con-
stitute a gift unless the proceeds are divided between the husband and
wife. Frequently, real property is held in a tenancy by the entirety
to insure tlhe right of survivorship in tlhe surviving spouse. Many
couples who elect this method of buying a home have no intention of
making a gift at the time of the creation of the tenancy by the entirety
or any knowledge that they are considered as having done so.

Thle House and your committee's bill provides that unless tlhe spouse
who fulrnlishes tlie major part of tlie consideration for the property
elects otherwise, a transfer of real property to a tenancy by the entirety
will not be regarded as a gift at that time. However, when such a

tenancy is terminated a gift is considered as occurring at that time
to the extent the proceeds are returned to the husband and wife other
than in proportion to the consideration furnished by eacl spouse.

(2) Changes made by committee
XMany States do not recognize a tenancy by the entirety but do allow

husband and wife to hold property as joint tenants with right of sur-
vivorship. 'In order to make the benefits of this section applicable to
all taxpayers, your committee lihas expanded tlhe House provision to
include joint tenancies in real property between husband and wife
with right of survivorship.
E. Property Settlements Incident to Divorce (sec. £516)

(1) House changes accepted by committee
Under present law property settlements between spouses are not

regarded as taxable gifts if the property settlement is incorporated in
tlhe decree of divorce. However, the gift-tax status under present law
of settlements not incorporated in the decree of divorce is uncertain.
Both versions of the bill provide that property settlements involving

transfers between spouses are not to constitute taxable gifts if followed
by a divorce within a reasonable length of time.

(1) House changes accepted by committee
None.

F. Marital Deduction (sec. 252S)
(1) House changes accepted by committee

To correlate the marital deduction under the gift tax with the
changes made by the committee in the marital deduction under the
estate tax, both versions of the bill make it clear that transfers to a

spouse of a legal life estate in property coupled with a general power of
appointment are eligible for the marital deduction under thle gift tax.

(2) Changes made by committee
None.
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XXXV. EXCISE TAXES ON ALCOHOLIC BEVERAGES AND TOBACCO
(Ciis. 50, 61)

The provisions of present law relating to alcoholic beverages and
tobacco have been substantially ,rvised, although-no changes in tax
rates are made. Present law has been rewritten to delete obsolete
provisions, remove unnecessaryrecordkeeping requirements, and per-
mit greater freedom to producers and the Treasury Department to
meet changing commercial practices. It is anticipated that the
changes will substantially reduce the compliance costs of the industries
concerned and permit more efficient administration. Your committee
has made few substantive changes in the House bill.

(1) House changes accepted by committee
A. Use of returns for payment of tax.-In the case of the excises on

both alcoholic beverages and tobacco products, the House and your
committee's bill provide that the taxes are to be paid by returns rather
than by the present system of the purchaseof tax stamps. However,
the bil s provide that the Secretary of the Treasury shall decide when
after January 1, 1955, the return system shall be instituted. The
period for which the returns are to bo filed, the time of filing, and
other details are to be prescribed by regulations, Representatives of
the Treasury Department have stated that while no definite (late
has been sot for instituting the return system, plans have been made
to require a weekly return when the plan is first put into effect.
Subsequent extension of time for filing returns will be dependent on
the fiscal situation and on the experience with the weekly return.
Under present law, taxes on these. products are paid for by the

purchase of stamps whichmust be affixed to packages or containers
prior to or at the time of removal of the products from the factory
or other bonded premises. Because of this procedure, producers
must finance tax payments between the time the stamps are pur-
chased and the time they receive payment for the -taxed products
from their vendees. The contemplated change to a delayed-return
system is recognition of the burden of the present system on producers.

B. Penalties.-Under present law the provisions imposing penalties
for violation of the law with respect to the taxes on alcoholic bev-
erages and tobacco products often provide for minimum as well as
maximum fines and jail sentences. The mandatory minimum
requirements have been deleted in the two bills because it has been
found that they have interfered with the effective administration of
justice in such violations.' In certain cases, defendants have received
suspended sentences because the courts felt the minimum requirements
were excessive in view of the circumstances. With the removal of the
minimum penalties, the courts will have greater freedom to fix sen-
tences according to the circumstances as they see them.

C.. DistiUed 8pi/ts.--Due to a lack of time- the revision of the dis-
tilled-spirits provisions was more limited than in the case of the
provisions relating to the other alcoholic beverages and !tobacco
products. .&A, Alcohol Tax Su9rvey Committee: of the Treasury
Department is now working with a' committee'of the distilled-spirits
industry to consider further changes for submission to the next
Congress. Nevertheless, a number of substantive changes are made
by the two bills. The more important changes, other than those
already mentioned, are listed below.
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(a) Authorization is provided for voluntary destruction of distilled
spirits l)rior to witltlraaitl from bond. ]Present law provides for the
collection of tax on distilled spirits voluntarily destroyed unless such
spirits are unfit for beverage purposes. This provision works a hard-
ship on the industry, since spirits, although not considered unfit for
use as a leverage, may still be generally unacceptable to consumers and
thus in fact commercially worthless.

(b) Distilleries are authorized to conduct other businesses, except
specifically prohibited businesses, 'on distillery premises, when it is
found by the Secretary or his delegate that such operations will not
jeoparli'ze the revenue. Currently, only operations connected with
the production of distilled spirits may be conducted on distillery
premises. (One example of a type of business which might be author-
ized is thlo manufacture of antibiotic drugs which requires large-scale
fermenting equtipluent of the same character as that used in a distillery.

(c) The bills remove the requirement-of present law that all stills,
for whatever purpose intcnlded (except stills for refining petroleum), be
registered. Rcgistation is to be required only of stills intended to
be used for the distillationn, redistillation, or recovery of distilled spirits.
Under present lawv many thousands of stills used for distilling water,

or in the preparation of drugs, chemicals, or for recovering cleaning
fluids are required to be registered. This has placed a major burden
both upon the industries using such stills and the Government. The
general requirement, for registration of all stills has not materially aided
the enforcement of the revenue laws relating to liquors.

D. Fermented malt beverages.-The provisions of these bills relating
to fermented malt beverages represent a substantial revision of present
law. Many specific details have been modified to permit greater
adaptability to specific circumstances and to permit greater freedom
of action by brewers. The provisions listed below represent the
more important changes made.

(a) Brewers are authorized to use their premises for producing and
bottling soft drinks and for such other businesses as the Secretary
may find will not jeopardize the revenue. Breweries which on June
20, 1936, were bottling soft drinks are allowed to carry on such business
under present law. Many small brewers have excess bottling and
canning capacity which could be utilized for producing soft drinks
and in this manner make their operations more economical.

(b) The bills provide for the refund or credit of tax paid on beer
belonging to a brewer if it is returned to the brewery for recondition-
ing, for use as materials, or destroyed under required supervision.
Provision also is made for credit or refund of tax paid if beer belong-
ing to a brewer is lost by casualty (other than by theft). No claim
for casualty loss will be allowed, however, if the brewer was indemni-
fled by insurance or otherwise.
Under present law, there is no provision for such credits or refunds.

Where such loss or destruction takesplace prior to passage of title
by the brewer, he is now charged tax on production from which he
receives no benefit. This change will make the basis of brewers' tax
payments more nearly comparable to those of most other excise tax-
payers.

(c) A brewer owning two or more breweries is authorized to transfer
beer without payment of tax from one brewery to another. Existing
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law does not permit such transfers, but comparable tax-free transfers
under bond are permitted for wines and distilled spirits.

E. Wines.--Present laws relating to wines have been changed sub-
stantially to align them with modern production methods and practices
and remove numerous unnecessary restrictions.- Present wine laws
are outmoded, and the industry has requested modernization. The
major changes made in the wine laws by the two bills are listed below.

(a) Wineries are to be granted permission to carry on certain opera-
tions in wineries besides the making of wine, if these operations are
conducted in a manner which will not jeopardize the revenue. This
will permit wineries to be used for making fruit juice, jellies and jams,
and thus permit more efficient utilization of the wine premises.

(b) A thorough revision of the definitions of wines, the methods of
preparation permitted, and the required standards of quality is made
in the bills. These changes have been made to bring the law in line
with modern production practices and to provide for greater clarity
as to permissible activities and standards. One of the most important
changes is the provision permitting use of methods acceptable in
"good commercial practice" to correct and stabilize wine. Present
law prescribes that only "usual cellar treatment" may be used. This
change in wording will make it possible to recognize new methods
which may be developed in the future.

(c) The bills provide a new category of premise, the taxpaid wine
bottling house, which will operate under Government supervision.
Under present law the Government cannot supervise the bottling of
taxpaid wine. This lack of control has led to administrative diffi-
culties as well as to frauds on the revenue.

(d) Provision is made for the allowance of all losses of wine while
in bond except losses by theft occurring: because of negligence or
collusion. No allowance will be permitted where the claimant is
indemnified by insurance or otherwise. Allowance also is made for
voluntary destruction of wine in bond. Under present law, all losses
in bond are allowed purely at the discretion of the Commissioner.
Under this rule, tax has been levied in all cases of loss by theft, and
destruction without payment of tax has been permitted only for wine
unfit for use as wine. These changes bring the wine provisions in
line with those for distilled spirits lost or destroyed while in bond.

(e) The bills authorize the refund or credit of tax paid on unmer-
chantable sparkling or artificially carbonated wine which has been
returned to a bonded premise. No such provision now exists. Where
effervescent wines become unmarketable as sparkling wines, as in the
case of loss of sparkle, the loss in value is substantial because of the
much higher tax rates for effervescent wines than for still wines.
This new provision is intended to give relief in such cases. The'prin-
ciple used here has long beeneffect with respect to tobacco prod-
ucts where' provision is made for redemptioiof stamps used 'on
taxpaid products subsequently withdrawn from the market.

(;) The bills provide that the tax base for sparkling and artificially
carbonated wines is to be a wine gallon instead of the present base
of each one-half pint or fraction thereof in each container. The rates
for these wines have been restated to make them the practical equiva]
lent of the existing rated. For example,, the rate on champagne or
other sparkling wines has been changed from 17 cents on each half
pint or fraction thereof in each bottle or other container to $3.40
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per wine gallon. The rate per wine gallon is set at 20 times the rate
per half pint because most such wine is bottled in fifths, and each
fifth is taxed at 4 times the half-pint unit rate.

This change will establish a uniform taxable unit for all wines and
avoid the )resent tax penalty on using bottles not containing an even

nmult.iple of half pints. 4

(g) The bills clarify the exemption from tax for hard ciders (usually
sold801(1 (during season by farmers at roadside stands) to provide that it
applies when the cider is not preseCrved by any process or by the addition
of any material an(d is not offered for sale as wine or a substitute for
wine. Such cider was not taxable prior to 1936, but the amendment
of tlie law in that year to refer specifically to "apple wine" raised some
question as to whether hard ciders might be taxable. This revision
will remove the uncertainty.

F. Tobacco products.-The new chapter relating to cigars, cigarettes,
chewing and smoking tobacco, snuff and cigarette papers and tubes
represents a complete revision of present law. Provisions which have
no relevance to present-day business practices have been eliminated
(such as references to peddlers), and for many detailed recordkeeping
requirements there has been substituted a provision which permits
required records to be specified by regulation. Other important
changes male by the two bills are listed below.

(a) D)etailed statutory provisions specifying the permitted sizes of
packages and the exact wording of notices and labels to be put on

packages have been removed. The revised law is intended to afford
relief to the industry from present rigid requirements by giving
authority to effect changes by regulation.

(b) ''he bills authorize credits or refunds to be made to the manu-
facturer for tlax paid on articles lost by casualty (except by theft)
while in his possession. Present law already allows the refund of tax
on articles withdrawn from the market by the manufacturer. Several
court decisions have interpreted "withdrawal from the market" to
include loss by casualty (other than theft) while taxpaid articles aro
still in the possession of the manufacturer. This change will bring
the law specifically in line with these court decisions.

(c) The bills provide that every person before commencing business
as a manufacturer of tobacco products must obtain a permit to engage
in such business. The permit may be refused if it is deemed that the
applicant is unlikely to comply with the tobacco tax provisions.
Once issued, permits may be suspended or revoked after hearing before
proper authority.

The3S provisions are inserted in the law to provide an effective
means of terminating operations by manufacturers and dealers who
violate the law and regulations. At the present time, manufacturers
and dealers must register before commencing business, but such
registration has only informational value for there is no restrictive
control connected with such registration.

(2) Changes made by the committee
A. Stamps to evidence compliance with law.-At the present time, the

stamps purchased in payment of taxes on alcoholic beverages and
tobacco are sold for their tax value. There is no charge for the stamps
as such. However, in addition, the law requires strip stamps to be
placed on individual bottles of distilled spirits to evidence .payment of

132



INTERNAL REVENUE CODE OF 1954

tax. These stamps cost producers 1 cent per bottle (one-fourth cent
for bottles of less than one-half pint). In the fiscal year 1953, the
Treasury Department collected $14.4 million from the sale of strip
stamps.

In the House bill, the required use-of strip stamps on distilled spirits
containers was continued, along with the present charge for such
stamps. In addition, the House bill provided that when the return
system for liquor and tobacco taxes was instituted, thie Secretary or
his delegate might require stamps to be affixed to containers of beer
and tobacco products to indicate compliance with the law. Such
stamps were to be sold to manufacturers at a sum sufficient to defray
the expense of preparing such stamps.
Your committee has retained the required use of strip 'stamps in

the case of distilled spirits, and the option of the Secretary to require
them in the case of beer and tobacco products, but has provided that
in all cases the stamps shall be furnished to manufacturers without
cost. Since the stamps are, or may be, required as a moans of safe-
guarding the revenue, it is felt that producers should not be required
to pay for them but that their cost should be part of the administrative
expenses of Government. It should also be noted that the sale of strip
stamps for beer and tobacco products would have had the effect of
slightly raising the tax on these products, for there is no charge for
the stamps now used beyond their tax value.

B. Classification of sake.-Your committee has continued the classi-
fication of sake and similar products as beer. The House bill would
have reclassified them as wines. Since these products have been
classified as beer for many years and .are made in breweries, it is felt
that they should continue to receive the benefit of existing treatment.
Consumption of sake is very limited. As sake and similar products
usually contain from 16 to 18 percent of alcohol, their classification
as wines would have resulted in a wine tax of 67 cents per gallon. The
tax on beer is about 29 cents a gallon.

C. Effective date for use of breweries for other operations.-The right
of the Secretary to permit breweries to carry on other businesses has
been made effective the day after the effective date of the act. Under
the House bill the effective date was January 1, 1955, the general
effective date for this chapter. Since some breweries long have had
the right to bottle soft drinks, it is felt that there is no reason to delay
the equalization of opportunity provided by the bill.

XXXVI. PROVISIONS RELATING TO PROCEDURE AND ADMINISTRATION
The House and your committee have made a comprehensive revision

of the portion of the Internal Revenue Code relating to procedure and
administration. The changes represent a substantial simplification of
existing provisions. Administrative provisions presently scattered
throughout the code have been brought together into a new subtitle;
As a result of this reorganization it has been possible to combine a
great number of provisions, shortening them and providing more uni-
form application for the various internal revenue taxes The new
provision relating to the time and place for paying any tasx shown on
a return, for example, represents the combination of 34 different pro-
visions in the existing code presently scattered all the way from section
63 to section 3791. To a substantial degree the uniformity has been
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achliev(ed by apl)lyinig to all taxes the more detailed administrative
and proced ural rules presently applicable only to the income tax.
The new provisions relate generally to all internal revenue taxes

impJoscd and(, wit!h tie cxceptoln of those applying to thle alcohol and
tobacco taxes, only a few administrative provisions of special applica-
tion have been left in the taxing subtitles. Many of the administrative
andi procedural provisions relating to the alcohol and tobacco taxes
have not been brought into the general administrative subtitle because
of their specialized character.
The 3 changes of most general application and interest-the changes

in tilhe time for filing returns, the changes made in the declaration
system for individuals, and the establishment of a declaration systemic
for corporations-are discussed in the first 3 sections below. Other
changes of significance are described briefly in tIhe remaining sections
under their chapter headings in the new code.
A. Filing Date for Tax Returns secss. 6072, 6073, 6074)

(I) HIouse changes accepted by committee
Tlhe House and your committee's bill postpones from March 15 to

April 15 the (late for individuals using a calendar year to file their
income tax returns. A similar 1-monlth postponement is provided for
lldividual income taxpayers using a fiscal year.
It is believed that this change will greatly relieve the difficulties

taxpayers now have in preparing their returns by the present filing
date. This should also result in tile filing of more carefully prepared
returns and in addition should be beneficial to those who aid taxpayers
in making out their returns.

This change in filing dates is effective for the 1954 tax liabilities of
calendar year taxpayers which are reported for tax purposes in 1955.
It is also effective for fiscal year taxpayers with respect to tax liabilities
for years beginning after December 31, 1953, and ending after the date
of enactment.
The change in tlhe return date also involves the postponing from

March 15 to April 15 of the filing (late for the declaration of estimated
tax (and the first payment of estimated tax). However, no changes
were made in the case of the present June 15, September. 15, and Janu-
ary 15 dates for amending declarations of estimated tax (and for the
last three quarterly payments of estimated tax).
Under present law farmers are required to file their declarations of

estimated( tax by Januay 15 or, if they do not wish to file their declara-
tions by that time, file their final return by January 31. The House
and your committee's bills have moved up this alternative filing date
for final returns of farmers from January 31 to February 15. They
also extend the definition of farming to include oyster farming.
No change is made in the March 15 filing date for corporations ex-

cept in the case of tax-xempt cooperatives. The filing date for the
returns of these cooperatives is postponed until September 15 (follow-
ing the year of tax liability) to coincide with their last date for declar-
ing patronage dividends with respect to the prior year's business.

(S) Changes made by committee
Your committee's bill advances from January 15 to January 31 the

date by which an individual (other than a farmer) must file a final
return if he wishes to forego a final amended declaration and install-
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ment payment of estimated tax on January 15. It also advances
from March 15 to April 15 the date for filing a gift tax return.
B. Declarations of Estimated Tax by Individuals secss. 6015, 6073, 6153,

6654)
(1) House changes accepted by committee

Under present law individuals whose tax liabilities are not sub-
stantially discharged by withholding are required to file declarations of
estimated tax and to pay on a quarterly basis the amount by which
their estimated tax exceeds that which will be withheld (luring the
course of the taxable year. A declaration of estimated tax must be
filed by an individual whose income is primarily from wages or salaries
if this income is expected to be more than $4,500 plus $600 for each
exemption. Individuals with over $100 of income from sources not
subject to withholding are required to file declarations of estimated
tax if they expect their gross income to exc6ed $600.
These requirements have resulted in the filing of over three-quarters

of a million declarations where the individuals have no payments to
make with the declaration, and several hundred thousand where the
payments are very small. This unnecessary filing results from the
fact that the present requirements are geared to match the estimated
tax with final tax -liability, irrespective of how small the amount of
tax due in excess of that withheld. Moreover, the filing requirements
do not make adequate allowance for the standard deduction in the
case of wage and salary recipients or for personal exemptions in the
case of other taxpayers.

Additional charges are imposed under the present law for failure to
file a declaration or make a payment of the estimated tax or for sub-
stantial underestimates of tax liability. These charges may be severe.
For failure to file a declaration or to pay an installment of the estimated
tax, the total charge may be as high as 9 percent of the unpaid install-
ment. For a substantial underestimate of tax, that is, an estimated
tax which is less than 80 percent of the actual tax liability for the year
(66% percent in the case of farmers), a charge of 6 percent of the amount
by which the final tax liability exceeds the estimated tax may be im-
posed. This charge and the charge for failure to file a declaration or
pay an installment of estimated tax may run concurrently and result
in a combined charge of 15 percent of the estimated tax due.

Tliese charges are not only severe but also complex. Thlee different
calculations are necessary to, determine, the charges imposed for failure
to comply with estimated tax provisions. .

The present system of additional charges also encourages deliberate
underestimates because no charge is made where an individual sub-
stantially undorestimates his taxb.uit corrects his' estimate by January
15 of the following :year. This discriminates against both the tax-
payer who estimates his tax correctly but fails to make his installment
payments and the taxpayer who pays much of his tax during the year
but fails to meet the 80 percent test by January 15.,

Finally, the present system of additional charges is unfair to tax-
payers who expect to receive the greater part of their income in the
latter part of the year. Siuch taxpayers may be forced'to choose
between deliberately understating their tax at th6 time the .firSt
declaration is filed, or borrowing or temporarily reducing their capital
in order to pay taxes on income which they have not yet received.
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To correct these deficiencies in the provisions relating to estimated
tax, thie House and your committee's bill provide for changes in the
filing requirements and in the system of additional charges.
For an individual with no more than $100 of gross income from

sources other than wages or salary, a declaration is to be required
only if gross income is expected to be $5,000 or more. However,
no declaration will be required by a married person if his gross income,
combined with that of his spouse, is expected to be less than $10,000.
The $10,000 requirement also applies to heads of households.

For individuals who expect to receive more than $100 of income not
subject to withholding, a declaration will be required only if gross
income from other sources is expected to be more than $600 per
exemption plus $400. These revised filing requirements will sub-
stantially reduce the number of declarations involving little or no tax
in excess of the amount withheld, and will thus produce savings both
for taxpayers and the Internal Revenue Service.

In place of the present complicated and severe system of additional
charges, the House and your committee's bill provide a uniform charge
of 6 percent per annurfi for underestimates and unpaid installments
of estimated tax. In general, this charge is to be imposed where the
installment payment made by the taxpayer is less than 70 percent
(662% for farmers) of the quarterly installment due on the basis of the
tax shown on the final return (less the amount of tax withheld). The
6 percent per annum charge is to be based on the amount of this
difference.

hIowever, in order to make allowance for the fact that many taxpay-
ers are uncertain during the early part of the year as to what their
income and tax will be over the year, no charge will be imposed, even if
the installment payment is less than 70 percent of the quarterly install-
ment due, if the amount paid as estimated tax is (1) the same as the
previous year's tax or (2) the tax for the previous year as it would have
been if the rates and personal exemptions applicable to the current year
had been used.

In addition, the taxpayer will be able to avoid an additional charge
if his total payments on or before any installment date are at least 70
percent of an estimated tax computed by projecting to the end of the
year the income received from the beginning of the year up to the
month in which an installment is due. This provision is designed to
correct the deficiency in the present system of additional charges for
taxpayers who expect to receive the greater part of their income in the
latter part of the year.

(£) Changes made 6y committee
Your committee's bill also provides that no additional charge will

be imposed where the amount paid as an installment of estimated tax
(together with previous installment payments) is equal to 90 percent
of the tax computed, at the rates applicable for the taxable year,
on the basis of the actual taxable income for the months in the taxable
year ending before the month in which the installment is required to
be paid. The provision in the House bill that the taxpayer may
avoid additional charges where his installment payment of estimated
tax is based on annualization of his income up to the date of the
installment fails to afford relief where the taxpayer receives a sub-
stantial amount of income during the early part of the year and
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expects to receive substantially less income during the remainder of
the year. Your committee's provision is designed to prevent the
imposition of possibly substantial additional charges in such cases.
C. Declarations of Estimaed Tax and Tax Payment Schedule for

Corporations (sees. 6016, 6074, 6164, 6665)
(1) House changes accepted by committee

The Revenue Act of 1950 accelerated corporation tax payments
from 4 quarterly installments spread over the 12 months following
the taxable year to two 50-percent installments, payable in the third
and sixth month after the close of the taxable year. The transition
to a 2-installment system was accomplished over a 5-year period be-
ginning with 1950 and ending with 1954 tax liabilities.. Calendar
year corporations for example, will pay 45 percent of their 1953
tax liabilities in March of 1954, 45 percent in June and 5 percent each
in September and December. Their 1954 tax liabilities will be paid
half in March and half in June of 1955.
The present 2-installment system lumps substantially all tax pay-

ments of calendar-year corporations within the 90-day period between
March 15 and June 15. Since corporate taxes account for almost 30
percent of the Government's total receipts, the lumping of the flow
of corporate-tax payments to the Treasury aggravates the effect of
Treasury operations on the money markets. It increases the problems
of managing the public debt and makes it more difficult for corpora-
tions to manage their own financing.
Moreover, many large corporations in effect make advance pay-

ments of their income taxes by the purchase of short-term Government
securities. Although this funding of tax payments serves to make
funds available to the Government, it involves additional interest
payments by the Government and increases the problems of managing
the short-term debt.
To remedy this situation, the House and your committee's bill

provide a system of declarations of estimated tax from the larger
corporations which restores the four quarterly installment system
and reduces the time the corporation is given for the payment of its
tax. This is accomplished in a way which Will afford the business
community ample opportunity to adjust to the new system and will
work no hardship on seasonal businesses or businesses with limited
liquid finds.
The bills require corporations to file a declaration ol estimated tax

and to make a partial payment on account of current tax liability by
the middle of the ninth month of the year of the tax liability and
another by the middle of the last month of the same year. When this
plan is fully effective, calendar-year corporations will pay one-fourth
of their estimated tax on September 15 of the year of the tax liability
and another quarter on December 15 of the same year. A quarter
will be paid on March 15 of the year following the taxable year' and
the final payment on June 15 of that year.
To facilitate the transition to the new system, the bills make pro-

vision for a gradual shift to .tlienew system over -a 5-year period,
starting in i955. In the case of a calendar-year corporation 5 percent
of the estimated 1955 liability will become due on september 15, 1955
another 5 percent.will be due in December, and about 45 percent of
the actual tax will be payable in the following March and another 45
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percent ill June. For the 1956 liability, the September and December
payrnents will be about 10 percent an(l the following March and June
)aymllents about 40 percent each. The September and December
payments will continue to increase each year until they both reach
25 percent of the estimated tax for 1959 liabilities, when both the
March and Juno payments will have been reduced to about 26 percent
of the actual tax. In 1960, and in subsequent years, corporation
income taxcs will be due in four quarterly installments, extending from
tlhe middle of the ninth month of the current year to the middle of the
sixth month of the following year. The schedule of corporate tax
pIayments during the past 5 years and the schedule under the House
bill for the next 5 years is as follows:
Payment schedule for corporation income tax under prevailing law, 1949-54, and

proposal, 1965-59
(Cnlendar yenr coi)ortlons; showing percent of tax ILablllty due In each Installmenti

noomeyear Following year

Income year Total
Se)lenm.I)ecetu. MarchJule e Setem- Decerm.

her ber cr bcr

1049....................... ........... ........ 25 25 2 2 100
IP,) ................................................ 30 30 20 20 100
J151.-................. ........... ..............35 35 15 1 100
1.52................ .....40 40 10 10 100
1 .5,3 .............................. 45 45 6 6 100
t 1r .............................60 0 0 100
11.15................ ............100
10lA ............................. 10 40 4(0-. .100
1957 .......................... 16 15 35... ..... ....... 100
1958 .......................... 20 20 340 30 .-....- ......- 100
1059 2 2 ................25 . 100

' Applicable to tax liability, In excess of $50,000 under the House bW and $100,000 wider your committee's
bill.

The House bill exempts from the required declaration of estimated
tax a'id tlhe new tax-payment schedule corporations whose yearly tax
liability cannot reasonably be expected to exceed $50,000. Moreover
it limits the current payment requirements to that portion of the tax
liability in excess of $50,000. This exemption, winch is designed to
restrict the application of the new system to a comparatively large
group of corporations, has been increased by your committee. The
change is described below.

In the case of calendar-year corporations, which constitute more
than two-thirds of the total, the effect of this declaration system is to
shift tax collections from the second to the first half of the Govern-
ment's fiscal year. This will have no effect on the Government's
total tax collections during any fiscal year.
In the case of some fiscal-year corporations, however, the speedup

will have the effect of shifting payments to an earlier fiscal year of
the Government. A corporation whose fiscal year ends in June, for
example now makes its first payment in September. Under the
new declaration system it will make its first payment the preceding
March and its second payment in June. This will shift half of its
annual tax liability to an earlier fiscal year of the Government. A
similar shift will occur in the case of corporations with fiscal years
ending in April or May, and for corporations with fiscal years ending
in January, February, March, July, August, or September, one

9.869604064

Table: Payment schedule for corporation income tax under prevailing law, 1949-54, and proposal, 1955-59
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quarter of their tax liability is shifted to an earlier fiscal year of the
Government.
Because of the changes in the payments of the fiscal-year corpora-

tions it is estimated that there will be an annual increase in tax col-
lections in the fiscal years 1956 through 1960 of approximately $150
million, assuming present tax rates. Although these additional col-
lections represent funds which otherwise would have been received
in subsequent fiscal years, there will be no corresponding reductions
in receipts in subsequent years if corporate profits remain at current
levels.
To facilitate compliance with these provisions, the bills prescribe

for corporations the same additional charges prescribed by the House
bill in the case of declarations of estimated tax by individuals. These
charges are equal to 6 percent (per annum) of the amount of under-
payment. However, the charge will not be imposed if the estimated
tax up1j)0the basis of which tlhe installments are paid falls into any
of the following categories:

(1) If it amounts to 70 percent of the tax (in excess of $50,000)
shown on the final tax return;

(2) If it amounts to as much as the previous year's tax;
(3) If it is equal to what would have been last year's tax liability

if current tax rates had been applicable, less $50,000, to previous
year's income; or

(4) If it is at least- equal to 70 percent of the tax (less $50,000)
due on the basis of projecting to the end of the year the income received
from the beginning of the year up to the date of the declaration or
its amendment.
These exceptions to the additional charges for failure to comply

with the provisions for declarations of estimated tax together with the
$50,000 exclusion, will prevent the hardships which might otherwise
be imposed on corporations which are uncertain as to what their
income during the taxable year will be or which expect to receive the
greater part of their income toward the close of the year.
These provisions relating to corporations' declarations of estimated

tax will greatly assist in the management of the public debt with
the least detriment to the money markets. Moreover, to the extent
they speed up the collection of revenues, they will reduce the Gov-
ernment's short-term borrowing requirements.

(2) Changes made by committee.
Your committee's bill extends the exemption from the required

declaration of estimated tax, and from the new tax-payment schedule,
to corporations whose yearly tax liability cannot reasonably be
expected to exceed $100,000 and limits the current payment require-
ments and the provisions with respect to the 6 percent 'additional
charge:to that portion of the tax liability in excess of $100,000. With
the $50,000 exemption in the House bill the declaration system would
leave unaffected about 390,000 corporations. It would affect, how-
ever, 35,000 corporations, accountmg for about 90 percent of the
corporate tax liabilities. Your committee's action will exempt an
additional 15,000 corporations from the declaration and advance pay-
ment requirements. The remaining 20,000 corporations, however,
account for about 85 percent of corporate income tax liabilities.

48509-54---10

139



INTERNAL REVENUE CODE OF 1954

With respect to the additional charges imposed on corporations for
failure to pay estimated income tax, your committee amended the
House bill to provide that no additional charge will be imposed where
the estimated tax installment is equal to or exceeds 70 percent of the
tax for tile taxable year computed by placing on an annualized basis
thile taxable income either for the months in the taxable year ending
before the month in which the installment is required to be paid, or
the period ending 2 months before that month. This provision will
su1 bstan tially ease the compliance burdens for a number of corporations
which, because of the difficulties in inventorying, would have inade-
quate time to prepare an estimate on the basis of the annualized
income through the months ending before the month in which the
installment is to be paid.
D. Information and Returns (ch. 61)

(1) House changes accepted by committee
(a) Present law requires the reporting of payments to another

person (not a corporation) of $600 or more consisting of rent, salaries,
wages, premiums, annuities, compensations, remunerations, emolu-
ments, and other gains, profits, and'income. The House omitted
those provisions from the new code. It was stated that this was done
because they have not been used extensively under existing law and
because the requirements if interpreted literally would require the
filing of these special informational returns by a vast number of
individuals.
As indicated below, your committee modified the House action in

this respect.
Tho House action did not affect the information returns presently

required from corporations in the case of dividends and interest, nor
reports presently required as to the collections of foreign items.

(b) The House and your committee's bill raise the minimum income
tax return filing requirement from $600 of gross income to $1,200 of
gross income for individuals over age 65.

(c) Married taxpayers are to be allowed under both the H-ouse and
your committee's bill to file joint returns after having filed separate
returns without first paying the tax shown on the separate returns.
For example, if the separate return liability weoe $130 but the joint
return liability only $18, a husband and wife could shift from separate
to joint returns by paying only the $18. Under present law they
would first have to pay the separate return liability of $130 and then
claim a refund of $112.

(d) In the case of corporate returns, both versions of the bill require
1 officer to sign the return instead of 2 as at present. Moreover, any
officer duly authorized by the company will be able to sign, rather
than only certain specified officers as at present.

(e) The Secretary or his delegate is given the authority under both
bills to grant an extension of time, up to 6 months for the filing of any
tax return. At present, this authority is limited to the income and
certain other taxes.

Corporations are also given a 3-month automatic extension under
the bills for filing their income-tax returns upon the filing of an ap-
propriate form and the paying of the tax installment estimated to be
due.
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(f) The Secretary or his delegate is authorized by the two bills to
allow the filing of returns in whole dollar amounts rather than showing
on the return the exact cents.

(2) Changes made by committee
Your--o-imittee restored the provisions of existing law requiring

information returns on certain payments to others of $600 or more a

year. However, under your committee's bill these returns are to be
required only with respect to payments made by businesses (either
individual or corporate).
E. Time and Place for Paying Tax (ch. 62)

(1) House changes accepted by committee
A uniform rule is provided under both the House and your com-

mittee's bill permitting the Secretary or his delegate to extend the
time for the payment of any tax for a period not in excess of 6 months
(the 10-year period, however, is retained for the estate tax). This is
present law for the income. taxes, estimated income taxes, unemploy-
ment taxes, and gift tax, but in the case of many others there either
is no provision for an extension of time or provision for only a 90-day
extension.

(2) Changes made by committee
Your committee accepted the House provisions with only minor

technical changes.
F'. Assessment (ch. 63)

(1) House changes accepted by committee
Prior to the adoption of the reorganization plans, in the case of

each of the approximately 90 million returns the law called for the
making of assessment lists by the collectors, the transmission of these
lists to Washington, and certification before assessment was accom-
plished. The effect of the reorganization plans on these requirements
is not expressed in the 1939 Code.
Under the House and your committee's bill. the assessment is to be

made by recording the taxpayer's name, address, and tax liability.
It is contemplated that this will be done by modern machine opera-
tions. -

(2) Changes made by committee
The House changes were accepted with technical amendments.

G. Collection (ch. 64)
(I) House changes accepted by committee

(a) Under the House and your committee's bill while assessment
may be made immediately when returns are filed early, payment
before the due date for the return may not be demanded.

(b) The Secretary or his delegate is authorized by both bills to
receive any check or money order in payment for taxes or stamps.
Present law closely limits the type of check or money order which
may be received for stamps.

(c) The House bill indicated the status of tax liens relative to
other liens. The House bWU provides that they are to be subordinate
to prior valid liens of a bona fide mortgagee, pledgee, or purchaser
but superior to these liens if such a person had knowledge of the tax
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lien. As is indicated below, your committee ihas made changes in
this provision.

(d) In certain estate and gift tax situations priority of lien is pro-
vide(ld by both bills for boina fide mortgagees and pledgees. The
situation of bona fide purchases for full value is also improved in
8011so0 cases.

(e) The law is clarified by both versions of the bill wlth respect to
tile right of distraint and levy seizure6) for the collection of tax lia-
bility. Also, in all cases of jeopardy the right is granted the Internal
Revenue Service to seize property immediately after an unpaid notice
anid demand. Under present law there must be a 10-day waiting
period in tile case of income, estate, and gift taxes. However, your
committee has added an additional provision in such cases.

(f) The right to levy on salaries due is extended by the two bills to
permit tile levying on salaries (ldu Government employees in the same
manner as is presently possible in tile case of other employees.

(g) Tile list of household goods, etc., exempt from levy is modern-
ized by both bills. Present law exempts "1 cow, 2 hogs, 6 sheep"
(if the sheep are not worth more than $50), etc. The House bill
exempts "necessary" wearing apparel and schoolbooks; fuel, pro-
visions, personal effects, and furniture to the extent of $500; and
necessary books and tools for tlhe taxpayer's trade or profession up to
$250. Your committee has accepted the House provision with the
modifications indicated below.

Present law requires appraisals of tlhe property exempt from levy by
three h'louseholders of the vicinity." The House and your com-
miittee's provision requires appraisal of the exempt property only if
tile taxpayer demands it, and then the appraisal is to be made by
three disinterested individuals summoned by the officer making the
seizure.

(h) 'lie treatment provided for the sale of seized real and personal
property is made nliform by the two bills.

Present law requires that in certain cases the place of the sale must
be not more than 5 miles away front where the property was seized
but tllis limit can be ignored on special order of tilhe Commissioner.
The new provisions require the sale to take place in the same county
as the seizure except by order of the Secretary or his delegate.
The two bills permit more freedom in the methods of holding the

sale of seized property in order to obtain the highest price possible
to tlhe benefit of both the taxpayer and Government. Public sale
by sealed bids as well as by auction is permitted, the sale of items
may b)o made singly or in groups, and down-payments by purclihasers
with the balance being paid in a month are permitted. An additional
change made by your committee is noted below.

(i) Noew rules are provided by both bills for the sale of seized
perishable goods to make such seizures feasible.

(j) New rules are provided by the two bills to insure valid certifi-
cates of title to purchasers of automobiles lawfully seized and sold by
tho Government.

(k) A new provision in both bills permits the releasing of seized
property if the taxpayer makes satisfactory arrangements with the
Internal Revenue Service for tlhe payment of his tax, such as the
payment in installments from part of his salary.
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(2) Changes made by committee
Your committee adopted the collection provisions as passed by

the House with the following major changes:
(a) It added a new section 6316 which at the discretion of the Seere-

tary will allow the payment of taxes in currency of foreign countries.
(b) In the section dealing with liens for taxes the committee deleted

the parenthetical reference to tenants by the entirety.
(c) In the section dealing with the validity of tax liens as against

certain third parties, your committee deleted the subsection added by
the House providing specific rules with respect to the validity of the
tax lien without notice.

(d) With respect to property exempt from levy, your committee
expanded the category of fuel, provisions, furniture, and personal
effects (exempt lip to $500) to include firearms and livestock.

(e) Your committee amended the provision relating to sale of seized
property to provide that whore property is seized under a jeopardy
assessment which is then subject to review by the Tax Court, the
Secretary (other than in cases such as that of perishable property)
cannot sell the property, without consent of the taxpayer, pending the
determination of the tax liability by the Tax Court. Furthermore,
your committee's bill provides that where, because of jeopardy
property is seized before the expiration of the usual 10-day period
after notice and demand, proceedings to sell such property may not
be commenced until after such 10-day period.
II. Abatements, Credits, and Refunds (ch. 65)

(1) House changes accepted by committee
The rules now expressly provided in the code with respect to certain

excises, that refunds will be made only if it can be shown that the
taxes were not passed on to others (or were repaid to them) have been
extended by the House and your committee's bill to include the
cabaret tax, taxes on admissions and dues, and the tax on pistols and
revolvers. Also, the rules permitting refunds of manufacturers' and
retailers' excise taxes, with respect to price adjustments, are extended
by the two bills to include such adjustments with respect to the excises
on diesel fuel and pistols and revolvers.

(2) Changes made by committee
The House provisions were accepted by your committee with only

technical changes.
1. Limitations (ch. 66)

(1) House changes accepted by committee
(a) The House bill extends to income, estate, and gift taxes the

rule presently applicable to other taxes to the effect that there is no
limit on the period of assessment and collection where there has been
a willful attempt to defeat or evade tax (other than by the making
of a false or fraudulent return). As is indicated below, your com-
mittee did not accept this change.

(b) The 3-year period of limitations for assessment or refund now
applying in the case of the income, estate and gift taxes is applied by
both bills to excise taxes, which presently have a 4-year limitation
period.

(c) The period of limitation for assessment by both bills is made
6 years instead of 5 in the case of the omission of 25 percent of gross
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income, and a similar rule is applied in the bill to the estate and gift
taxes. However, under the bill this longer period is not to apply if
disclosure of the nature and amount of omitted items is made on or
with the tax return. (See below for committee modification.)

(d) A 6-year limitation for assessment is provided by the two bills
for failure to include personal holding company data on the special
sclc(dulo provided for this purpose in the corporation income tax
return (no longer to be a separate return).

(e) As under present law there is to be no limitation on the time
for assessment where no return is filed. However, if a "corporation"
erroneously in good faith files a trust or partnership return, under
both versions of the bill such return is to start the running of the
statute of limitations.
As notcd below, your committee also made another change in this

provision.
(f) The income-tax rules, presently providing that the period for

assessment is extended during bankruptcy or receiveirship proceed-
ings, are to be made applicable under the House bill to all Federal
taxes -and to any Federal- or State-court proceeding. As noted
below, your committee has modified this House provision.

(Y) Ihe 6-year period during which taxes may be collected after
assessment is extended by the two bills for the time collection is
delayed or hindered by reason of the taxpayer's property being
outside the United States.

(h) Tlie income-tax rule, that for limitation and interest purl)oses
an early return is deemed filed on the last day for filing, is extended
by the two bills to returns for all taxes.

(i) The period for criminal prosecution is extended by the House
bill from 3 to 6 years for willful failure to pay any tax or to make a
tax return, for making false statements, for intimidating United
States officers, and for certain offenses by such officers. -Under
existing law, the period (3 or 6 years as the case may be) is extended
for the period the individual involved is outside the judicial district
where lie committed the crime. The House bill provided that this
extension would be applicable only for the period the taxpayer is
outside tilhe United States.
As is indicated below, your committee modified this provision

substantially.
(2) Changes made by committee

In addition to technical changes, your committee made the following
substantive changes to the House bill:

(a) In the case of the House provision which extends to income,
estate, and gift taxes the rule presently applicable to other taxes to
the effect that there is no limit on the period for assessment and
collection where there has been a willful attempt to defeat or evade
tax (other than by the making of a false return), your committee
restored present law.

(b) In the case of the House provision relating to a 6-year, instead
of a 3-year period of limitations for estate and gift taxes where an
amount equal to more than 25 percent of the gross estate or total
gifts is omitted from the return, your committee made it clear that
thile 6-year period is not to apply merely because of differences between
the taxpayer and tile Government as to the valuation of property.
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(c) Your committee provided that information returns filed by
organizations which had supposed they were tax exempt are to have
the same effect as corporate income tax returns in starting the running
of the statute of lii/fitationl3.

(d) Your committee decided tomake the House provision providing
that the period of limitation is not to run during a period assets are
in the control or custody of a court (and for 6 months thereafter)
inapplicable in the case of probate and guardianship proceedings.

(c) In the case of claims for credits or refunds the House bill (and
present law) provides that although a claim may be filed within 3
years from the date the return was filed, the amount to be refunded
is limited to amounts paid within the 3 years preceding the date of
the claim. Thus, in case of a late return, tentative tax paid on the
due date might not be refunded. Your committee amended this
provision by providing that the 3-year period for filing claims for
credits or refunds runs from the due date for the return, not from
the later actual filing date.

(f) The section relating to periods of limitation on criminal prose-
cutions was modified so as to restore existing law in the case of those
offenses which have a 3-year period under existing law and a 6-year
period under the House bill. Also, the change in existing law, so that
(except in the case of a fugitive from justice) the statute would run
while the taxpayer is outside the judicial district, of his crime but
within the United States, has been made applicable to certain pending
cases under the 1939 Code. The cases to which this change is appli-
cable are those in which the statute has more than 3 years to run after
enactment of this bill. It is further provided that in any such case
the Government will have at least 3 years after the enactment of this
bill before the statute will be treated as having expired.

(g) The period of limitations for recovery of an erroneous refund
by suit by the United States where it appears that part of the refund
was induced by fraud or misrepresentation of a material fact is to
remain at 5 years as under present law rather than being increased
to 6 years as provided by the House bill.
J. Interest (ch. 67)

(1) House changes accepted by committee
(a) One simple rule is provided under both bills for interest charged

or paid: It is to be 6 percent from the due date until the amount is
paid (except that a 4-percent rate is retained in certain estate-tax
cases) or from the date of overpayment until not more than 30 days
before a refund is paid. This is to apply to all taxes except where
payment of estate tax is deferred under certain circumstances, when
the present 4-percent rate is to apply. However, no interest is to be
paid on refunds made within 45 days after the due date of the returns.
As is indicated below, your committee made one exception to this
general rule.

(b) In the case of a net operating loss carryback fhe House and
your committee's bill provide that interest on the deficiency for the
year to which the loss is carried runs until the end of the loss year;
interest on the refund is to begin at the end of the loss year (rather than
when the claim is filed as at present).
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(2) Chanqges made by committee
The Ihouso provisions were accel)ted by your committee with tech-

nical modifications and a substantive change to the effect that interest
will not be cllarged for a period of 10 days or less where an amount
is paiid wit-hin 10 days after notice and demand.
K. Additions to Tax, Additional Amounts, and Assessable Penalties

(ch. 68)
(/) I qon.qe chlanges accepted by comlinttee

(a) The additions to the tax (5 percent for negligence or willful dis-
regard of regulations and 50 percent for fraud) are to be applied under
both bills to deficiencies or underpayments and not to the whole tax,
as sis presently true in the case of t.lio excise taxes. These additions,
and also the addition of from 5 to 25 percent for failure to file a return
on time, are to be applied to the net tax, i. e., the tax after credits for
tax withheld, estimated tax paid, or otlKer prepayments (see below for
another modification made by your committee).

(b) A 50-percent addition to tax is provided by both bills for
failure to pay a stamp tax, in lieu of the present 100-perctent penalty.

(c) Whmire, withheld or collected taxes are required to be deposited
in approved depositories an amount equal to 1 percent per month is
charged under both bills for any amount which should have been hut
was not, so (deposited, until it is deposited or until the tax intended to
be deposited becomes payable.

(&) Chan:ges made by committee
Your committee has provided that the 5-percent addition to tax

for intentional disregard of rules or regulations is not to be imposed
if the taxpayer disagrees with the rules or regulations in good faith
and attaches a statement of his position to his return.
L. General Prorisions Relating to Stamps (ch. 69)

(1) House changes accepted by committee
The House and your committee's bill combine in one chapter and

simplify provisions relating to the issuance, use, cancellation, and
redemption of stamps.

(2) Changes made by committee
Nono.

M. Jeopardy, Bankruptcy, and Receiverships (ch. 70)
(1) House changes accepted by committee

No substantive changes.
(2) Changes made by committee

Your committee changed the House bill and present law by provid-
ing that the collection of a jeopardy assessment may be stayed by
filing a bond equal to (instead of double) the amount of the assessment.

Also, there was a change made in this chapter discussed under
G-2-o above.
N. TransJerees and Fiduciaries (ch. 71)

(1) House changes accepted by committee
Assessment of a transferee for a tax liability of the transferor is

presently allowed under the income, estate, and gift taxes. The
House and your committee's bill extends this to all other taxes but
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only (as to such taxes) if the transferee liability results from the
liquidation or reorganization of a corporation or liquidation of a
partnership.

(2) Changes made by committee
Only minor technical changes were made.

0. Crimes, Other Offenses, and Forfeitures (ch. 76)
(1) HIouse changes accepted by committee

In this chapter all criminal offenses are brought together, as are
all other offenses, and all provisions relating to forfeitures, except
those relating to alcohol, tobacco, and certain firearms.
In general, uniform penalties are provided by the House bill instead

of the varying penalties now provided for what in substance is the
same offense, namely, the attempt to evade tax. For offenses of this
type the penalties usually provided by the new provisions are fines
of up to $10,000 or imprisonment up to 5 years, or both. Minimum
penalties, however, are omitted. Except as indicated below your
committ'c's bill provides the same rules as the House bill.

(a) A provision of the Criminal Code makes it an offense punishable
by a $5,000 fine or 3 years' imprisonment, or both, to forcibly assault,
resist, oppose, etc., any officer or employee acting under the intei'nal-
revenue laws. A similar, but amplified, provision of the House bill
covers all cases where the officer is intimidated or injured; that is,
where corruptly, by force or threat of force directly or by communi-
cation, an attempt is made to impede tie administration of the
internal-revenue laws. The penalty in the case of all such attempts
to interfere with administration of tho internal-revenue laws under
the House bill is to be a fine of not more than $10,000 or imprison-
ment for not more than 5 years, or both. Modifications of this pro-
vision made by your committee are noted below.

(b) More rigid restrictions have been imposed upon State officers
by the House and your committee's bill to prevent divulging, or
permitting to be seen, information obtained from the inspection of
Federal tax returns. The restrictions imposed and the penalties for
violation are similar to those already in effect for Federal officers.
The House and your committee provided more severe penalties for

offenses by Government employees, making them correspond to the
penalties imposed in the case of offenses by taxpayers. In addition,
the offenses are more carefully defined.

(2) Changes made by committee
Your committee made the following substantive changes in the

House provisions:
(a) Your committee provided that willful failures to file tax returns

are to be considered misdemeanors (as under present law) instead of
felonies (as under House bill). The maximum imprisonment, as
under present law, will be 1 year (5 years under House bill) and the
maximum fine $10,000 (same under present law and House bill).

(b) The maximum penalty for fraudulent and false statements
under your committee's action is to be a fine of $5,000 ($10 000 under
House bill) or imprisonment for 3 years (5 years under House bill),
or both. (Under present law the maximum fines for these offenses
vary from $10,000 to zero and the maximum imprisonment from 1
year to 5 years.)
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(c) In the section relating to attempts to interfere with administra-
tion of internal-revenue laws, the offense "threats of force (including
any threatening letter or communication)" is defined as threats of
bodilyy alarm to the officer or employee or a member of his family, is
classed as a misdemeanor, and is subject to a maximum fine of $3,000
and maximum imprisonment of 1 year.
P. Judicial Proceedings (ch. 76)

(1) house changes accepted by committee
(a) In the case of civil actions for refund, it is provided in both the

House and your committee's bill that when a taxpayer has sued for
r(flln(d in a district court (or the Court of Claims) and the Govern-
mvn(lt sends a notice of deficiency, the taxpayer is to be able to have all
issues decidedd either in the district court (or Court of Claims) or in
tl(e Tax Court.

(b) Wheore a petitioner is a foreign corporation, trust, or estate, or
a nonresident alien, it is provided in both bills that thle Tax Court
cnn order the foreign corporation, or its parent or subsidiary, or any
other person under the control of the petitioner, to produce books and
papers even if they are abroad. If the petitioner does not comply,
the Tax Court is directed to strike out pleadings, dismiss the proceed-
ings, or give judgment by default, as circumstances may indicate.

(2) Changes made by committee
(a) In the section relating to actions to enforce liens or to subject

property to payment of tax, the rule as to the conclusive nature of
time presumption that the assessment is valid for purposes of the
adjudication was deleted by your committee. This rule was added
by thle House bill.

(b) Under your committee's action, retired Tax Court judges are to
be paid the same amount as active judges (in lieu of their retirement
allowance) for any periods when they are performing judicial duties.

(c) The clerk of the Tax Court, or his deputy, under committee
action is specifically given the authority to administer oaths.

(d) Your committee provided that the Secretary of the Treasury is
no longer to be responsible for providing the Tax Court with suitable
rooms for its hearings.

(e) In the section dealing with petitions for review a party to a Tax
Court proceeding is given 4 months after a decision is rendered to file
a petition for review where such petition has already been filed by
an adverse party. Your committee's action makes this 4-montl
)period available to any party to the proceeding other than the original
ap)pellant.

(f) Your committee deleted the House provision relating to venue
in criminal prosecutions. The House bill would have provided,
among other things, that tax would be deemed to have been paid
(anid a return filed) in the judicial district where a taxpayer resides
if the mails were used, or at the office of the internal revenue officer
if delivered in any other manner.

Q. Miscellaneous Provisions (ch. 77)
(1) House changes accepted by committee

(a) Under the House and your committee's bill, if any claim, state-
ment, or other document except a tax return is received after the day
on which it is required to be filed it will nevertheless generally be con-
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sidered as filed on time if tlhe postmark shows a date on or before tho
duo date. A registry receipt is to bo prima facie evidence of delivery.

(b) The House and your committee's bill provideo that the time for
filing any document, or for performing any act, is to be extended to
the day following Saturdatys, Sundays, or legal holidays, as determined
in the District of Columbia if the act is to be performed in Washing-
ton, or as determined under local law, if the act is to be performed in
a district office or elsewhere. This presently is the rule with respect
to petitions to the Tax Court.

(2) Changes made by committee
The House provisions in chapter 77 were accepted with only tech-

nical changes except that your committee restored the exemption from
internal-revenue taxes in existing law for consular officers.
IR. Definitions (ch. 79)

(1) House changes accepted by committee
No sul)stantive changes.

(2) Changes made by committee
(a) In the case of the definition of an employee your committee

provided that in addition to the purposes under the House bill for
which a full-time life-insurance salesman is considered an employee,
he is to be considered an employee for purposes of sections 104, 105,
and 106, relating to accident and health plans, and section 101 (b),
relating to employee's death benefits.

(b) Your committee also provided that the term "possession" as
used in the code, wherever appropriate, is to be considered as includ-
ng the Commonwealth of Puerto Rico.

XXXVII. REVIEW OF REFUND CASES

(1), louse changes accepted by committee
Under present law the Joint Committee on Internal Revenue

Taxation reviews all internal revenue tax refund cases involving more
than $200,000.
The House and your committee's bill provide that in the future the

Joint Committee on Internal Revenue Taxation is to review all such
refund cases involving more than $100,000.

(2) Changes made by committee
None. -
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DETAILED DISCUSSION OF THE TECHNICAL
PROVISIONS OF THE BILL

SUBTITLE A-INCOME TAXES
CHAPTER 1-NORMAL TAXES AND SURTAXES

SUBCHAPTER A-DETERMINATION OF TAX
LIABILITY

PART I-TAX ON INDIVIDUALS

Section 1. Tax imposed
Subsection (a) of this section corresponds to section 1 of the bill as

passed by the House.
This subsection is derived from sections 11 and 12 of the Internal

Revenue Code of 1939 and imposes a tax upon taxable income through
a rate schedule which combines the normal and surtax on individuals
(but providing that the tax consists of the normal tax and surtax).
The credit provided by section 25 (a) of such code on account of
partially exempt bond interest in the computation of normal tax net
income, is reflected in section 35 of the bill, as a credit against tax.
Therefore, the distinction between normal tax net income and surtax
net income has been eliminated, and the tax is imposed upon "taxable
income" as defined in section 63 of the bill. The use of the word
"imposed" rather than "levied, collected, and paid," is only a modern-
ization of language. Specific provisions regarding payment and collec-
tion of taxes are contained in the administrative sections of this bill.

Section 1 (c) of the bill also provides that the tax shall in no event
exceed 87 percent of tilhe taxable income for the taxable year. In
cases where the alternative tax is imposed under section 1201 (b), the
above limiit shall apply to the partial tax only, in conformity with
the holding in Charles E. Merrill v. united States (105 Fed. Supp. 379
(Ct. C1., 1952)).
Subsection (b) provides a special computation of tax for an individ-

ual who qualifies as head of a household. This section is the same
in substance as section 12 (c) of the 1939 Code both as respects the
computation of tax and the conditions for qualification. Thus, the
effect of the provision is that the tax imposed in the case of such a
taxpayer will be an amount approximately equal to the tax as com-
puted under section 1 (a) reduced by one-half of the amount by which
such tax exceeds the tax that would be determined if the return of
the taxpayer were a joint return to which section 2 is applicable. The
provisions of section 12 (c) (3) containing the definition of head of
household and the provisions of section 12 (c) (4), determination of
status, are retained in this subsection.

159
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,Sction 2,. T(IX itl cW fJoiltcrsUrnof husband and wife
'llhis section correspoInds o section 12 ((i) of the 1939 Code al(nd

provi(les tlilt, in the case of a joint retlirn of husbal)(1 1111and wife un111(er
section 6013, the tax imposed by section 1 (a) shall be twice the tax
wliiell wo((ld be ilmpose(l if thle taxable income were cut, in half.

'Tlhis section also corresponds to section 2 (a) of the LHouse bill
insofar as that sul)sectionl is applicable to a joint return. The re-
main(ler of section 2 of the House l)ill, relating to the tax inlthe case
of Lead of family, has been eliminated(, and the provisions of existing
law p1roviiding for partial income splitting in the case of a lead of
ho11sehol(l have been st)ubsitituted as section 1 (b) of the bill.
Section 3. Optional tax if adjusted gross ifleoWne is less than $5,000

Section 3 corresponds to section 3 of the bill as passed by tlhe House
anl to the provisions of section 400 of the 1939 Code (except that the
term alternative tax" in existing law has been changed to 'ol)tional
tax" for purl)poses of clarityy. Tle separate column in tlhe tax table
for liea(ls of household which was eliminated in the House bill as a

(consequllen(ce of extending full income splitting to tlie head of a family,
has been restored to accord with your committee's action in restoring
existing law with respect to head of household.
Section 4. Ruldces for optional tax

Tlhis section, except for a clerical correction, is identical with section
4 of tile bill as passed by the House.

This section provides certain rules for the optional tax imposed
by section 3. These rules correspond to the provisions of sections
401, 402, 23 (aa) (4) and 404 of the 1939 Code, which are here coIm-
bined for purposes of clarity. No substantive change is made.
Section 5. Gross references relating to tax on individuals

This section, like section 5 of the bill as passed by the House, con-
tains cross references to other sections relating to (a) other rates of
tax onil individuals, and to (b) special limitations on tax. Two new
cross references hlav been added.

PART II-TAX ON CORPORATIONS

Section 11t. Tax imposed
This section corresponds to section 11 of thel House bill.
This section, which imposes a tax on the net income of every cor-

poration, corresponds to sections 13 and 15 of the 1939 Code except
that tlhe tax is imposed upon the "taxable income" of the corporation,
the terms "normal-tax not income" and "surtax-net income" having
been dropped in this revision.
This section also provides for the postponement for an additional

year of the reduction of the normal tax from 30 to 25 percent. Thus,
for taxable years beginning prior, to April 1, 1955, the rate will be
30 percent, while for taxable years beginning after March 31, 1955
the rate will be 25 percent. The committee has made a technical
amendment to make it clear that the 30 percent rate applies to taxable
years beginning before April 1, 1954 and ending after March 31, 1954,
without any reduction under section 108 (k) of the 1939 Code.
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The provisions of section 15 (c) of the 1939 Code, relating to the
disallowance of the surtax exemption of $25,000 in certain cases, are
continued and included in section 1551.
Section 12. Cross-rejerences relating to tax on corporations
This section, containing cross-references relating to the tax on

corporations, makes appropriate changes in the references in the
House bill to provisions relating to limitation on surtax exemption
and to those involving additional tax in case of consolidated returns,
to reflect changes in the section numbers of those provisions under your
committee's amendments.

PART IIT-CHANGES IN RATES DURING A TAXABLE YEAR

Section 21. Ejfect oJ changes
This section is identical with section 21 of the bill as passed by the

House. It supersedes section 108 of the 1939 Code. This section
applies to all taxpayers, including individuals and corporations. It
provides a general rule applicable in any case where the rate of tax
imposed upon the taxpayer is increased or decreased or the tax is
repealed, and where the taxable year includes the effective date of the
change, except where that date is the first day of the taxable year.
Where this section is applicable, tentative taxes are to be computed

by applying the rate for the period of the taxable year before the
effective date of the change, and the rate for the period of the taxable
year on or after such effective date to the taxable income for the entire
taxable year. The tax imposed on the taxpayer is the sum of the
proportion of each tentative tax so computed which the number of
days in each period, that is, the period before the effective date and
the period on and after the effective date, bears to the number of
days in the entire taxable year.

If a tax is repealed, the repeal will be treated as a change of rate,
and the rate for the period after the repeal for the purpose of computing
the tentative tax in respect of that period will be zero. If the rate of
tax is changed for taxable years "beginning after" or "ending after"
a certain date, the following day is the effective date of the change,
and if the rate is changed for taxable years "beginning on or after" a
certain date, that date is the effective date of the change for the pur-
poses of this section.

This section does not apply to a taxable year beginning before Janu-
ary 1, 1954, and ending after December 31, 1953. In the case of such
a taxable year section 108 (j), relating to individuals, of the 1939
Code will continue to be applicable as if this subtitle of the new code
had not been enacted.

PART IV-CREDITS AGAINST TA X

Section 3S. Tax withheld on wages and special refunds creditable against
income tax

This section is identical with section 31 of the bill as passed by the
House. For simplicity, it consolidates sections 35 and 322 (a) (4)
of the 1939 Code. No substantive change is made.
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Section 32. Tax viMthheld at source on nonresident aliens and foreign
corporations and on tax-free covenant bonds

This section is identical with section 32 of the bill as passed by the
House. It corresponds to section 32 of the 1939 Code and is identical
in sul)stance with that section.
Section 33. Taxes of foreign countries and possessions of the United

Slates
This section is identical to section 33 of the House bill. It corre-

spond(s without change of substance to section 31 of the 1939 Code,
providing a credit for foreign taxes.
A specific exception contained in section 31 withl respect to the tax

on self-enlployiinent income has been eliminated in this section as
(being unnecessary, since such tax will be imposed by chapter 2 of your
coImittCe's bill.
Scction 3/t. Dividends received by individuals

'I'lis section corresponds to section 34 of the Ilouse bill. (There is
no corresponding provision in the 1939 Code.) The section provides
for at credit against tle income tax of an individual of a percentage of
thle dividends received from domestic corporations which are included
in gross income. The credit is applicable only to taxable years ending
after July 31, 1954, and is limited to the following percentages of
dividends received: 5 percent in the case of dividends received after
July 31, 1.954, and before Aligust 1, 1955; and 10 percent in the case
of dividends received after July 31, 1955.

Since the credit is applicable only with respect to dividends includ-
ible in gross income, effect must be given to the exclusion of dividends
provided in section 116 of this bill.
The application of section 34 and section 116 may be illustrated by

the following example:
Example.-A, an individual who makes his return on the basis of a

calendar year, receives in the year 1954 the following dividends: $100
on March 1; $100 on June 1; $100 on September 1; and $100 on
December 1. Fifty dollars of the dividend received by A on March 1,
1954, is excluded from gross income under section 116. The balance
of the (livi(ldends received in 1954, amounting to $350, is includible in
the gross income of A, and, subject to thie section 34 (b) limitation,
I credit of $10 is allowed under section 34 (5 percent of $200, the
amount of the dividends received after July 31, 1954, that is, $100
received on September 1, 1954, and $100 received on December 1,
1954). If the same dividends are received on the same dates in the
calendar year 1955, the entire $100 received on March 1 will be ex-
clhied under section 116. With respect to the remaining $300
included in gross income, subject to the section 34 (b) limitation the
credit under section 34 will be $25 (5 percent of the'dividends of $100
receive( on June 1, 1955, and 10 percent of the dividends (totaling
$200) received on September 1 and December 1, 1955).

In cases where it may be essential to determine the actual time of
receipt of the (iviid(end the usual rules relating to constructive receipt
and timo of receipt of dividends Wvill apply. 1f or a cash basis taxpayer
dividends are held to be received at the time of actual receipt rather
than when declared or when mailed by the corporation (unless the tax-
payer has exercised a choice to defer actual receipt in which case the
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rules of constructive receipt apply) (See Sewell Avery v. Commissioner,
292 U. S. 210). Similarly, where a stockbroker has purchased in his
street name stock for customers, and receives on July 31, 1955, a
dividend for such customers and transmits such dividend to them by
check on August 2, 1955, the customer will be entitled to a credit of
5 percent. In such cases the broker, of course, will not take such
dividends into income, nor receive a dividend credit with respect to
such dividends, nor will he receive a deduction for any amount so

paid to his customers.
Subsection (b) of section 34 limits the credit which otherwise would

be allowed by subsection (a) to an amount which does not exceed the
lesser of either (1) the amount of the tax imposed by chapter 1 (con-
stituting the normal tax and surtax) for the taxable year reduced by
the foreign tax credit allowable under section 33 or (2) 2 percent of
taxable income for a taxable year ending before January 1, 1955, 7
percent of taxable income for a taxable year ending after December 31
1954, and before January1,i. 1956, and 10 percent of taxable income for
a taxable year ending after December 31, 1955. Thus, if the taxable
income of an individual for the calendar year 1954 was $4,600, his
tax liability would be $996. If his foreign tax credit amounts to $600,
the credit for dividends received would be the lesser of the two above-
mentioned limitations, or $92 (i. e. 2 percent of $4,600). With- the
same set of facts, for a taxable year ending after December 31, 1954,
and before January 1, 1956, the credit would be limited to $322 (i. e.
7 percent of $4,600). For a taxable year ending after December 31,
1955, the credit would be limited to $396 (i. e. $996 minus $600).
The 10 percent limitation would not apply because it would result
in a larger credit than would be allowed under the above-mentioned
limitation.
The credit provided by this section is a credit against the taxes

imposed by chapter 1, including the alternative tax. For this purpose
the "tax imposed" does not include interest, penalties, and additions
to the tax.

Subsections (c) and (d) 'of section 34 contain limitations and special
rules for determining the types of distributions (and in certain cases,
the portions thereof) which are treated as dividends for purposes of
the credit. Thus~ section 34 (c) provides that the credit shall not be
allowed with respect to dividends from (1) insurance companies
subject to tax under parts I and II of subchapter L (under the H use
bill, all dividends from insurance companies were excluded); (2) China
Trade Act corporations (see sec. 941); (3) corporations exempt: from
tax under sections 501 (relating to charitable, etc., organizations) and
521 (relating to farmers' cooperative associations); and (4)cporpora-tions engaged in business in the United States possessions (and thereby
permitted special' tax treatment under. s66ec. 931). Similarly, under
section 34 (d) (1)(34((d) (2) in" the House'bill), the so-called dividends
paid by mutual savings banks and building and loan associations
(and deductible from gross income by them under sec. 591) are inel-
igible for the credit. On the other hand, a distribution from any
organization taxed as a corporation, such as a real estate trust, is
(unless otherwise specifically excluded) eligible for the credit if the
distribution is taxed as a dividend.

Patronage dividends paid by either exempt or taxable farm coop.
eratives do not constitute dividends within the meaning of section
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34 (a). However, the credit is allowed for other dividends paid on
capital stock by nonexempt cooperatives and capital stock dividends
paid by certain building and loan associations.

In the case of a dividend by a regulated investment company, the
credit under section 34 (a) is limited by relationship to the character
of the underlying income in the hands of the investment company.
Section 34 (d) (2) provi(lcs for thlis limitation by reference to section
854. The rule in substance is that, if the nondividend income of the
investment company (that is, income which has not previously been
subject to tax) consists of more than 25 percent of the total income
of the copalny, the credit is allowed only with respect to an allocable
)ortion of the dividend received I)y the investment company's share-
holders (see sec. 854). The credit under section 34 does not apply to
capital gain dividends paid by regulated investment companies.

Section 34 (d) (1) of the House bill, specifying the rules for com-

puting the credit in tlhe case of a distribution in kind, has been elim-
inated by your committee.

Subsection (o) provides that the credit shall not be available to a

nonresidlent alien individual not engaged in trade or business in the
United States with respect to whom a tax of 30 percent of gross income
is imposed under section 871 (a).

Subsection (f) contains cross references to sections 642, 702, and
584, relating to estates and trusts, partnerships, and common trust
funds, respectively. In general, the applicable principles are those
applied in the case of the credit for-partially tax-exempt interest under
section 35. Tl'us, in the case of dividends received by an estate or
trust, the credit is allowed to the estate or trust entity unless the divid-
ends are distributable to a beneficiary and thus taxable to him, in
which case the beneficiary is entitled to the credit. In the case of
dividends received by a partnership, the credit is to be appropriately
allocated among the partners.
Section 35. Partially tax-exempt interest received by individuals

This section, which is identical with section 35 of the House bill,
provides for a credit against tax of an amount equal to 3 percent of
the partially tax-exempt interest received by individuals. This credit
is in lieu of the credit provided in section 25 (a) of the 1939 Code
which in substance exempts such interest from the imposition of the
3-percent normal tax.

Subsection (a) provides a credit (against the tax imposed by subtitle
A for the taxable year) of 3 percent of the amount that an individual
receives as interest on obligations of either the United States, or cor-

porations organized under act of Congress which are instrumentalities
of the United States. The application of the credit is limited to cases
where the taxpayer includes the interest so received in gross income
and such interest is exempt from normal tax under the act authorizing
the issuance of such obligations.

Subsection (b) limits tlihe credit which would otherwise be allowed
under subsection (a) to the lesser of either (1) the amount of tax
imposed by chapter 1 reduced by the sum of the credits allowable for
foreign taxes (under see. 33) and for dividends received by an individ-
ual (under sec. 34) or (2) 3 percent of the taxable income for the
taxable year.

Subsection (c) provides a cross-reference to section 171 (relating
to amortizable bond premium).
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Section 36. Credits not allowed to individuals paying optional tax or
taking standard deduction

This section is identical with section S6 of the bill as passed by the
House. It corresponds to section 23 (aa) (2) of the 1939 Code and
provides that if an individual elcdts to pay the optional tax imposed
by section 3 (supplement T tax under existiig law) or if he elects to
take the standard deduction, such individual shall not be allowed
the credits provided in section 32 (relating to tax withheld at source
on nonresident aliens and foreign corporations and on tax-free cove-
nant bonds), section 33 (relating to taxes of foreign countries and
possessions of the United States), and section 35 (relating to partially
tax-exempt interest received by individuals),.
However such an individual will be entitled to the benefits of the

dividends received credit provided in section 34, and the credit for
retirement income provided in section 38, unless his tax is computed
by the district director pursuant to the provisions of section 6014, in
which case such credits are not permitted.
Section 37. Retirement income

This section corresponds to section 38 of the House bill which is
entirely new. Your committee has made several changes in the
section, the principal one being the allowance of the credit to certain
retired persons who have not attained the age of 65.
The House bill provides a limited exemption, by means of a tax

credit, to all forms of retirement income in order to conform the tax
treatment of all retired individuals-to those who now receive tax-
exempt social-security benefits and certain other retirement income.

Subsection (a) provides that a credit against tax shall be allowed
a qualified retired individual in an amount equal to his retirement
income (as limited by subsection (d)) multiplied by the first-bracket
tax rate (which is now 20 percent). This credit shall be taken after
certain other credits allowed under the code (i. e., the dividends re-
ceived credit, the credit for foreign-income taxes, and the credit for
partially tax-exempt interest); moreover, this credit cannot reduce the
tax below zero. If the amount of the credit exceeds the tax otherwise
due, no taxpayer shall be entitled to a refund by virtue of this section.
Your committee has made an amendment in subsection (a) to add

the credit under section 32 (2) for tax withheld at source on tax-free
covenant bonds to those credits which must be taken into considera-
tion before the allowance of any credit for retirement income.
Under subsection (b), to qualify for this credit an individual must

have received earned income before the beginning of the taxable year
in excess of $600 in each of any 10 calendar years. The House bill
referred to section 911 (b) (relating !to earned income from sources
without the United States) for a definition of earned income where the
term means, generally, wages, salaries, professional fees, and compen-
sation for personal services. A husband and wife may each qualify,
and the section further provides that a widow or widower whose
spouse had previously received such earned income shall be considered
to have received such income.
Your committee has amended the section to provide in subsection

(g) a definition of earned income for purposes of both subsections (b)
and (d) (2). This definition provides that earned income shall have
the same meaningassigned to it in section 911 (b), but it is made
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clear that earned income for purposes of this section does not include
pensions andl( annuities.

In the IHouse bill, subsection (c) defines retirement income as con-

stitilting income from pensions and annuities, interest, rents and
dividends, to the extent that each of these items of income is included
ill gross income under other provisions of the code. Under this latter
qualification, for example, the first $50 of dividend income received
by an individual in tile calendar year 1954, excluded under section
116, would not be taken into account in computing retirement income,
although all dividend income in excess of this amount would be
included. Retirement income cannot include compensation for
personal services rendered by the retired taxpayer during the taxable
yenr.
Your comminittee has revised sulbsection (c) so as to permit a credit

for thle p)enISio received by certain individuals who have been retired
under a pul)lic retirement system even though such individuals have
not attine(l thle ageo of 65. The IIouse provision was applicable only
in the case of individuals who had attainedll the age of 65 years before
the endl of the taxable year. Public retirement system is defined to
mean a pension, annuity, retirement, or similar fund or system estab-
lislled by the United States, a State, a Territory, a possession of the
United Stat.es, any political subdivision of any of the foregoing, or the
District of Colutfiila; except that such term does not include a fund
or system established by the United States for members of the Armed
Forces of the United States. As a result of this change, teachers,
firemen, policemen, or Federal employees, who are retired before
reaching 65, may be entitled to a credit for their pensions, but not
for such itcins of income as dividends, interest, or rents.

Subsection (d) provides an additional limitation, on retirement
income. The amount of retirement income (on which the credit is
based) cannot exceed $1,200 less any amount received by the tax-
payer as a pension or annuity under tile Social Security Act, or the
Railroad Retirement Act of 1935 or 1937, or otherwise excluded from
gross income (e. g., certain veterans' pensions exempt from tax).
Since these amounts are already excluded from income, and hence do
not form a part of the base on which tax is computed, they are similarly
excluded from the base on which the retirement income credit is
computed. This reduction does not include, however, that part of
any pension or annuity which is excluded from gross income because it
represents in effect, a return of capital or tax-free proceeds of a like
nature. Accordingly, amounts excluded under section 72 (relating
to annuities), section 101 (relating to life-insurance proceeds), section
402 (relating to taxability of beneficiary of employees' trust), and
section 403 (relating to taxation of employees' annuities) are neither
included in gross income for tax purposes nor do they serve to reduce
the amount of retirement income for purposes of this section. More-
over, pensions in the nature of disability payments (e. g., under
workmen's compensation acts or by reason of service in the Armed
Forces), which are excluded from gross income under section 104
relatingg to compensation for injuries or sickness), or section 105
(relating to amounts received under accident or health plans), also
do not reduce the amount of retirement income for purposes of this
section.
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Retirement income is further reduced, dollar for dollar, by any
amount of earned income in excess of $900 received by the retired
individual in the taxable year. Accordingly, no retirement income
credit may be claimed when the taxpayer's earned income equals or
exceeds $2 100 in the taxable year.
To coordinate this section with the plan of the social-security system,

your committee has amended subsection (d) to provide that if the
individual has attained the age of 75, he is not required to reduce the
amount of retirement income against which the credit is allowable by
any earned income received during the year.
Your committee has provided in subsection (h) that the retirement

income credit shall not be available to nonresident aliens.
The maximum credit available under this section is $240 in the

case of a qualified individual. Its effect, generally, is to allow an
unmarried individual (using the standard deduction, with no depend-
ents) to receive a maximum amount of $2,666 of retirement income
tax free; a married individual with no dependents, but with a wife
to whom the section is inapplicable a maximum of $4,000; and a
married couple, each of whom qualifies and each of whom possesses
retirement income, a maximum amount of $5,333.

Operation of this section may be illustrated by the following example:
Assume that an individual, 70 years of age, unmarried, using

the standard deduction, has the following items of income in the
calendar year 1954:
Dividend income'received after July 31, 1954 (of which $50 is excluded
from gross income under sec. 116)-------------------------$750

Pension under'the Railroad Retirement Act of 1937 (entirely excluded
from gross income) .--------------------------------------- 600

Disability payments under a workmen's compensation act (entirely
excluded from gross income under sec. 104) --------------------- 400

Rental income..---------------------------------------------- 600
Earned at odd jobs------------------------------------1, 300

First, the taxpayer must compute his tax before the credit, as
follows:
Adjusted gross income------------------------------ $2, 600. 00
Less standarddeduction.-------------------------------- 260. 00

2, 340. 00
Less personal deduction---..----------------------------. 1, 200. 00

Taxable income...-------..------..---------------------- 1, 140. 00
X20%

Tax before any credit---------------------------------- 228. 00
Less dividends received credit under sec. 34----------------- 22. 80

Tax before retirement income credit------------------------- 205. 20

Next, the taxpayer must compute his retirement income
credit as follows:
Retirement income includes-

Dividend income .----..-------.----.---------- $700
Rental income -----..-------------------..-------- 600

Total retirement income------------..-------------- 1, 300
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But tile limitations in subsection (d) provide that this amount
must bo reduced its follows:

itiromnont Incoin-..-----------------------------...-----..$1, 200
Less railroad-retirement pension-------------------------.---. 600

600
Less earned Income In excess of $900 ---------..------------.. 400

200
X20%

Retirement income credit------------------------------ 40

Therefore, the correct tax is $205.20 less $40, or $165.20.
This section will not apply if the taxl)ayer elects to use the "short

form" return and have the tax computed by the Commissioner under
section 6014.
Section 38. Overpayments of tax

This section, which is identical with section 39 of the House bill,
contains a cross-reference to section 6401, relating to credit against
tax imposed by this subtitle for overpayments of tax.

SUBCHAPTER B-COMPUTATION OF TAXABLE INCOME

PART I-DEFINITIONS

Section 61. Gross income defined
''This section corresponds to section 61 of the bill as passed by the

hIouse, except that one clarifying change has been made in section
61 (a) (13) in order to conform that section with section 702 (c),
which provides that in any case where it is necessary to determine
the gross income of a partner, such amount shall include his distribu-
tive share of the gross income of the partnership.
This section corresponds to section 22 (a) of the 1939 Code. While

the language in existing section 22 (a) has been simplified, the all-
inclusive nature of statutory gross income has not been affected
thereby. Section 61 (a) is as broad in scope as section 22 (a).

Section 61 (a) provides that gross income includes "all income from
whatever source derived." This definition is based upon the sixteenth
amendment. and the word "income" is used as in section 22 (a) in its
constitutional sense. It is not intended to change the concept of
income that obtains under section 22 (a). Therefore, although the
section 22 (a) phrase "in whatever form paid" has been eliminated,
statutory gross income will continue to include income realized in any
form. Likewise, no change is effected by tihe elimination of the
specific reference to compensation of the President and judges of courts
of the United States, and the compensation of such individuals will
continue to be taxed in the same manner as that of other taxpayers.
In view of thle fact that certain types of income are excluded from gross
income by other sections of the income tax subtitle of the new code,
section 61 (a) contains a clause excepting such income from the
general definition of gross income.

After the general definition there has been included, for purposes of
illustration, an enumeration of 15 of the more common items con-
stituting gross income. It is made clear, however, that gross income
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is not limited to those items enumerated. Thus, an item not named
specifically in paragraphs (1) through (15) of section 61 (a) will
nevertheless constitute gross income if it falls within the general
definition in section 61 (a).
Section 62. Adjusted gross income defined

This section corresponds to section 62 of the bill as passed by the
House and to section 22 (n) of the 1939 Code.
Several clarifying changes have been added by your committee to

conform to other provisions of the bill. Paragraph (1) corresponds
to paragraph (1) of section 22 (n) of the Code of 1939. No substantive
change is made.

Paragraph (2) sets out those deductions relating to certain trade or
business expenses which are allowed to employees in computing their
adjusted gross income. Subparagraph (2) (A) (reimbursed expenses)
corresponds to paragraph (3) of section 22 (n) of the code of 1939 and
subparagraph (2) (B) (expenses for travel away from home) corre-
sponds to paragraph (2) of section 22 (n) of the code of 1939 except
for a change in the title. No substantive changes are made in either
of these subparagraphs. Two new deductions for employees have been
added in paragraph (2); transportation expenses (added by subpar.
(C)), and outside salesman's expenses (added by subpar. (D)).
Transportation expenses which are "ordinary and necessary

expenses paid or incurred during the taxable year in carrying on any
trade or business" and are not "personal, living or family expenses,"
are allowed as a deduction under subparagraph (0) from gross income
in arriving at adjusted gross income. The term "transportation" is a
narrower concept than "travel" and does not include meals and lodging
but includes only the cost of transporting the employee from one place
to another when he is not away from home in a travel status. If the
employee is away from home in a travel status his expenses would be
deductible under subparagraph (B). The transportation expenses
under this subparagraph include not only the cost of transportation
actually purchased by the taxpayer but also, those expenses for
transportation which he incurs in connection with his employment.
For example, if an employee uses his own automobile to deliver mer-
chandise locally for his employer, he will be able to deduct a pro rata
share of the expenses of operating his automobile. Thus, he may
deduct the cost of gasoline, oil, and similar expenses as well as depre-
ciation attributable to such use, if he is not reimbursed for these
expenses.

All expenses deductible under this section must, of course, be allow-
able expenses under part VI. Thus, transportation expenses do not
include the expense of commuting to and from work. The latter
expense constitutes a personal living expense and is never deductible.

Outside salesmen's expenses are provided for in subparagraph (D).
Under this subparagraph expenses which are ordinary and necessary
expenses paid or incurred during the taxable year in carrying on a
trade or business as an "outside salesman" will be deductible in arriv-
ing at adjusted gross income. An "outside salesman" is an individual
who is a full-time salesman who solicits business away from his
employer's place of business. It does not include a salesman, a
principal part of whose activities consist of service and delivery.
Thus, a bread driver-salesman or a milk driver-salesman would not
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be included within the definition. Also not within the definition are
salesmen whose principal activltles consist of selling at the employer's
place of business but who incidentally make outside calls and sales.
(Thlese salesmen are eligible, however, for a deduction of transporta-
tion expenses lifdlr suliparagraph (C).) Outside salesmen who have
incidental activities at the employer s place of business, such as writing
up nnd transmitting orders, spending short periods at the employer's
place of business to make or receive telephone calls, will still be eligible
for thle (c(lllction allowed to "outside salesmen." A full-time "out-
side salesman" may deduct such expenses-s those for telephone and
telegraph, secretarial help, and entertainment.

P'arag1raph(3) corresponds to section 22 (n) (7) of the 1939 Code.
Paragraph -(4)corresp)onds to section 22 (n):(6) of the 1939 Code.
Paragraphli (5) corresponds to section 22 (n )(4 of the 1939 Code.
Paragraph (0) corresponds to section 22 (n (5) of the 1939 Code.
No substantive change is made in these provisions,
The last sentence of section 62 contains a prohibition against double

deductions for the same expenditures. This, of course, is the general
rule throughout the code and is placed here only for clarity as some

expenditures may fit into more than one category.
Section 63. Taxable income defined

This section is identical with section 63 of the bill as passed by the
House. It is derived generally from section 21 of the 1939 Code.
Taxa)le income is defined in subsection (a) as "gross income" minus
the deductions allowed by this chapter, other than the standard
deduction. Subsection (b) provides that in the case of individuals
electing the standard deduction "taxable income" means "adjusted
gross income" minus the standard deduction and the deduction for
p)elsonal exemptions.

This change of the term "not income" as used in section 21 of the
1939 Code to "taxable income" creates a new concept. It eliminates
terms such as "normal tax net income," "surtax net income" in the
case of individuals, and "adjusted net income," "normal tax net
income" and "corporation surtax net income" in the case of corpora-
tionis and "net income" for both individuals and corporations. The
change in language clarifies the tax base. It eliminates the necessity
for credits against net income and exemptions which become deduc-
tions in arriving at "taxable income" for both corporations and
individuals.

PART II-ITEMS SPECIFICALLY INCLUDED IN Guoss INCOME

Section 71. Alimony and separate maintenance payments
This section corresponds to section 71 of the House bill and to

section 22 (k) of the 1939 Code.
Section 22 (k) provides that there be included in the wife's gross

income periodic payments received from her husband subsequent to a

decree of divorce or separate maintenance if such payments are
received in discharge of a legal obligation imposed on the husband
under the decree or under a written instrument incident to the divorce
or separation. This general rule is contained in section 71 (a) (1),
and additional rules contained in section 22 (k) relating to payments
to support minor children and the treatment of payments of a prin-
cipal sum in installments are contained in subsections (b) and (c).
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Subsection (a) (2) of the House bill extends the principles of sec-
tion 22 (k) to provide that there shall also be included in the wife's
gross income periodic payments received from her husband subse-
quent to a written separation agreement if such payments are made
pursuant to the terms of such agreement and because of the marital
or family relationship. The periodic payments received under such
agreement are includible in the wife's gross income whether or not the
agreement is an instrument enforceable in a court of law. This provi-
sion, however, does not apply if the husband and wife file a single
return jointly.

Under. the House bill subsection (a) (2) was applicable to payments
under agreements entered into in the past. Your committee's amend-
ment would apply the subsection only to payments under agreements
executed after the date of enactment of the bill.
Your committee has also added subsection (a) (3) to provide for the

inclusion in the wife's gross income of periodic payments (whether or
not made at regular intervals) received under a court decree (entered
after the date of enactment of the bill) which requires the husband to
make the payments for the support or maintenance of the wife. Sub-
section (a) (3) is applicable only if the wife is separated from her
husband, but such separation need not be under a decree nor need the
payments be made to enforce a written separation agreement. This
paragraph also is not applicable if the husband and wife make a

single return jointly.
Section 72. Annuities: Certain proceeds of endowment and life-insurance

contracts
This section corresponds to section 72 of the House bill and to the

portion of section 22 (b) (2) of the 1939 Code, which prescribes the
methods of taxation of the proceeds of life insurance and endowment
contracts (paid other than by reason of the death of the insured) and
of annuities. In general, the section would make the following major
changes from existing law:

(1) Where proceeds of a life insurance (paid other than by
reason of the death of the insured)) endowment, or annuity
contract are received in a lump sum the tax is computed as
though the proceeds were received during a 3-year period in
accordance with the principles of sections 1301 and 1302.

(2) Where proceeds of an endowment contract are received
in installments, the method of taxation would be the same as in
the case of an annuity.

(3) In the case of amounts received as an annuity (other
than certain employee annuities), the proportionate part of each
payment which is to be considered a return of investment (and
thus excludable from gross income) is to be determined by the
ratio which the investment in the contract bears to the expected
return under the contract. The investment in the contract
will be determinable from actuarial tables to be provided by the
Secretary or his delegate. Once determined for a particular
contract the excludable portion of the payment remains fixed
despite the fact that. the individual may die before or after his
life expectancy. This replaces the method provided in existing
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law for determining the amount includible in gross income,
namely: 3 percent of the total premiums or other consideration
paid until tihe cost of the contract has been recovered tax free.

(4) The bill provides that amounts received as a refund by the
beneficiary or estate of the annuitant will be free from income
tax. In view of this provision a reduction is made in the invest-
ient in the contract for purposes of computing the exclusion
during the lifetime of the annuitant. This reduction corresponds
to the actuarial value of the prospective refund without discount
for interest.

(5) In the case of joint and survivor annuities the survivor will
continue to use the exclusion ratio which was calculated in the
original annuity starting date, wherever the first annuitant died
after 1953. T1'e present law, providing a step-upin basis for a
survivor, is retained where the first annuithnt (lied between 1950
and 1954. Under the bill, in lieu of the step-up in basis to the
survivor, a deduction is provided in section 691 based on the
estate tax attributable to a portion of the estate tax value of the
survivor annuity.

(6) A separate treatment, also differing from that under present
law, is provided for annuities received by an employee where a
part of the consideration was contributed by an employer. In
the case of such an annuity, if the employee or his beneficiary will
recover, during the first 3 years in which payments under the
annuity are made, all the consideration which thle employee has
paid (plus any paid by the employer which was includible in the
employee's gross income and any amounts contributed by the
employer to the extent that such amounts would not have been
includible in the gross income of the employee if they had been
paid directly to the employee as compensation at the time) all
payments are to be excluded from gross income until such con-
sideration has been recovered, and all payments thereafter are to
be fully includible in the gross income of the individual. This
rule is applicable even though the employee's annuity began prior
to 1954. Thus amounts excluded from income under the 1939
Code are added to amounts excluded under the new provisions
in order to determine when payments become fully taxable.

(7) Where it is possible to take an annuity in place of the lump
sum for which a contract provides (as is often the case with
endowment contracts, for example), no part of the lump sum
is to be deemed includible in the gross income of the individual
merely by reason of the fact that tie policy has matured if the
individual binds himself to take the annuity instead within 60
days of such maturity. Instead, the proceeds are to be taxed
under the annuity rule.

Stubsection (a) of section 72 states the general rule that amounts
received under an annuity, endowment, or life-insurance contract
(other tlian amounts received by reason of death to which sec. 101
would apply or amounts excluded by other provisions of this chapter)
are includible in gross income.

Subsection (b) establishes an exclusion ratio which is designed to
exclude from gross income the proportionate part of each amount
received as an annuity which is considered to represent a return of
capital. Theo mathematical computation is based on the ratio which
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the amount invested in the contract bears to the expected return under
the contract at the time the annuity is deemed to start for the purposes
of the section. Payments made as annuities to survivor annuitants
under joint and survivor contracts whore the first annuitant died
between 1950 and 1954 are given special treatment discussed in
detail under subsection (i). Otherwise subsection (b) provides for
each contract a fixed exclusion ratio which is to continue until the
death of the last annuitant benefiting under the terms of the contract
(except that a further adjustment will be made for surviving annui-
tants where qualified under the provisions of sec. 691 (d) of sub-
chapter J, relating to income in respect of decedents)., Subsection (b)
does not apply to any amount to which subsection (d) applies.

Subsection (c) provides the definitions for the special terms in the
exclusion ratio. Under subsection (c) (1), investment in the contract
is generally defined as the aggregate amount of premiums or other
consideration paid for the contract less amounts, if any, received
prior to the annuity starting date and not previously included in gross
income. For this purpose, section 72 (f) indicates circumstances in
which employer contributions to employee annuities are included in
investent in the contract.

Paragraph (2) of subsection (c) provides a further adjustment
where the expected return under the contract involves life expectancy
of one or more persons. Before the "investment in the contract" is
used in calculating the exclusion ratio it shall be reduced by the
"value" of any payments to the beneficiary or estate of the annuitant
which are in the nature of refunds, including payments after death
by virtue of a contract providing a minimum number of payments
certain. Where a refund annuity has actually begun, annuity
payments having been made prior to January 1, 1954 the compu-
tation of the refund adjustment will be based upon the maximum
refund payable on January 1, 1954. The determination of the value
of the refund feature is to be without discount for interest and is the
net actuarial value at rate of interest zero of the refund payment or
payments certain as of the annuity starting date. It will be obtained
by entering actuarial tables to be provided by the Secretary or his dele-
gate with the whole number of years nearest to the quotient of thle guar-
anteed amount divided by the payments per annum and with the age
of the annuitant at the annuity starting date. The tables will yield
a figure (to be applied without regard to whether the annuity is pay-
able annually or at more frequent intervals) for each $1 per annum
of annuity payment. This figure will then be multiplied by the rate
of annual payment provided in the contract the result being the value
of the refund for such contract, which will be subtracted from the
investment in the contract determined under subsection (c) (1). For
example, on January 1, 1954, A has purchased for $17,836 an install-
ment round annuity contract of $1,000 per annum, and is 63 years of
ago on tlhe annuity starting date. The guaranteed amount of $17,836
divided by the annual payment of $1,000 give 17.836 years as the
minimum period of time from the annuity startinrag date for which
$1,000 per year will be paid. To determine the value of the refund,
A will enter the actuarial tables with his age,, 63, and the nearest
whole number of years to 17.836. Assuming that the factor he thus
finds is 5.170, he multiplies his annual payment of $1,000 by this
figure to determine the value of the refund, namely, $5,170. This
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latter figure is then subtracted from the tentative investment in the
contract of $17,836 to obtain the adjusted investment in the contract
of $12,606. This adjusted figure is to be used in determining the pro-
portionate part of each annuity payment to be excluded from gross
income. The effect of this computation is to include in the gross in-
come of the annuitant the interest which it is anticipated will accrue
from the reserve for the death benefit.
The final clause of this paragraph provides that in adjusting the

investment in an employee annuity contract the value of the refund
should boe calculated with reference to the maximum refund that would
be excluded from income by tlhe operation of subsection (e). Assume,
for example, that the employee is deemed to have contributed under
paragraph (1) (a) and subsection (f) $10,000, and the employer had
contributed $10,000 for a contract providing a maximum refund of
$20,000 with a value of the refund feature of $5,000. Since the maxi-
mum refund that would be excluded from income by the estate or
beneficiary of employee is $10,000 only half of the value of the refund
feature ($2,500) should be subtracted from his investment in the con-
tract ($10,000 less $2,500, or $7,500). If, in the above case, the con-
tract (lid not provide a $20,000 refund but instead provided a refund
of the employee contribution plus the interest accumulations thereon
up to retirement date, the refund adjustment would still be calculated
only on a prospective refund of $10,000.

Paragraph (3) of subsection (c) prescribes the method of determining
"expected return" under the contract. Where the life expectancy of
an annilitant or annuitants is not involved in such determination,
application of sul)paragraph (B) to the terms of the contract (i, e.,
find(ling the total amount expected to be received as an annuity) will
suppl)ly the correct result. To determine the expected return under
contracts involving life expectancy or expectancies (under subpar.
(A)), reference must be made to actuarial tables to be prescribed by
the Secretary or his delegate. "Expected return" is limited to amounts
receivable as an annuity or as annuities; it does not include other
amounts which may be paid after the death of annuitants, such as are
provided for in refund contracts, nor does it include anticipated divi-
dlends. Wherever payments are to be made for life as a result of the
provisions of an annuity, endowment, or life-insurance contract, the
tables provided by the Secretary or his delegate will provide a multiple
which takes life expectancy into account in terms of total payments
per annum, and is to be apI)lied to such payments in order to obtain
the expected return under such a contract. Where payments are to
be made at intervals other than yearly, the number of such intervals
l)er annum must be applied to the amount of each payment before
applying tlhe multiple obtained from tlhe actuarial tables: thus, if
payments are monthly, they are to be annualized by multiplying by
12 l)efore applying the multiple found in the tables. Special tables
are to be provided for determining the correct multiple for joint and
survivor annuities. Thus, where A, 65 years of age on the annuity
starting date, has purchased an annuity for payments to him for life
of $1,000 per annum, his expected return will bo $1,000 times the
multiple he finds in ile actuarial tables. Assuming this multiple to
be 15.5, A would have an expected return of $15,500. Assuming
that A had paid $12,000 for the contract, his exclusion ratio would
bo 12,000/15,500 or 24/31, and A would exclude from his gross in-
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come $774.19 of each $1,000 payment received in his taxable year.
If instead A had purchased a contract calling for monthly payments
of $100 each, his expected return would be $100X12X16.5, or
$18,600; assuming lie had paid $15,000 for such a contract, his ex-
clusion ratio would then be 156,000/18,600, or 26/31, and A would
exclude from his gross income $80.65 of each $100 payments re-
ceived in his taxable year. In either of the above cases, if A had
purchased a joint and survivor annuity requiring similar payments
to all annuitants, ho would enter the tables with his own age and
that of his survivor annuitant to obtain the multiple to be used to
determine expected return under the contract. The remaining
computations for finding the amount of each payment to be ex-
cluded from gross income would be similar to whichever of the above
examples approximates the mode of payment in the contract. If A
should purchase a joint and survivor contract providing for payment
of a different amount as an annuity to a surviving annuitant than to
himself, however, he must first find the multiple to be used for his
own payments as though the contract were an ordinary annuity with
respect to him. He then calculates his own expected return inde-
pendently of that of his potential survivor. A then reenters the tables
with his own age and that of his potential survivor annuitant, as indi-
cated above for a joint and survivor contract which provides the same
payment throughout the life of the contract. A then takes the excess
of this multiple over his first multiple and applies it to the amount of
payment per annum provided for his surviving annuitant. He then
ad(is the result to his own expected return to obtain the expected return
under the contract as a whole. Special rules for the application of
the same principle of the section to unusual contracts must be con-
structed through development of the actuarial tables to be prescribed
by the Secretary or his delegate or by application of the basic princi-
ples of the section in conjunction with such tables.

Section 72 (c) (4) provides rules for determining the date as of
which an annuity is considered to begin, for purposes of the application
of the provisions of section 72. In general, the "annuity starting date"
is the first day of the first period for which an amount is received as an
annuity under the contract. However, in the case where such date
is before 1954, the annuity starting date is January 1, 1954. This
date is used in finding both the total consideration paid and the life
expectancy. Thus, if A purchased an immediate annuity beginning
January 1, 1945, his life expectancy would be determined from Jan-
uary 1, 1954, and the consideration to be recovered tax free over such
period would be the amount paid in 1945 less such sums as have already
been recovered tax free under the existing 3 percent rule. Also, if
A in 1945 purchased a deferred annuity under which payments are to
begin in 1960, the total consideration paid would be determninedasof
1960 (i. e., the amount paid in 1945, plus any additional amounts paid,
less any amounts received as dividends before 1960), and A's age in
1960 would be used in consulting the tables proscribed by the Secretary
or his delegate.

Subsection (d) contains special provisions for taxing certain em-
ployee annuities. Under the provisions of the first paragraph, where
an employer has contributed part of the consideration for an annuity,
endowment or life insurance contract and the consideration for the
contract contributed by the employee (as defined in see. 72, with
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particular reference to subsec. (f)) is equal to or less than the aggregate
amount receivable by the employee as an annuity during the 3 years
beginning with the (late an amount is first so received by tile employee,
nil amounts received as an annuity under tilhe contract are to be
excluded from gross income until tlhe consideration for tlhe contract
contributed by the employee has been recovered tax free. Thereafter
they are fully includiblo in gross income. This rule shall not apply to
amounts received as life insurance to which section 101 applies nor to
amounts received as dividends. Paragraph (2) provides that sub-
section (d) appllies to tlho beneficiary of an employee in tlie case where
an employee (lies before receiving any payments under theo annuity
and thle subsection would otherwise apply. Thio final paragraph of
the subsection gives a cross-reference for determination of includlibility
of contributions of an employer in the gross income of an employee.

Subsection (e) determines the amounts or portions of amounts to be
included in gross income where such amounts are not paid as an an-
nuity, but are nevertheless received un(ler or in discharge of a contract
involving amounts payable as annuities. In general, such amounts
are included in gross income under subsection (e) (1) (A) if paid after
the annuity starting (late. Tlhe basis of this rule is that the exclusion
ratio has already been determined and applied to amounts paid or to
be paid as an annuity andl such additional sums (as, for example,
dividends) were not anticipatable in determining the expected return
under tlhe contract for the purpose of determining the exclusion ratio.
hIowever, under subsection (e) (1) (B), such amounts paid before the
annuity starting (late are only includible in tile gross income of the
individual to the extent that they exceed, when aggregated with other
amounts paid tile policyholder, the premiums or other consideration
pai(l, including employer's contributions includible in tile employee's
gross income when paid and employer contributions to the extent
that such amounts would not have been includible in tihe gross income
of the employee if they had been amounts paid directly to the em-
ployee as compensation at the time. Tlhe latter treatment is also
applied in subsection (c) (2) to amounts paid after the annuity starting
(late if in full discharge of the contractual obligation or upon the
surrender~ redemption, or maturity of the contract, including amounts
representing the entire series of any installment refunds or payments
certain after the death of an annuitant or annuitants.

Section 72 (e) (3) provides for the special treatment under which
tlhe tax on a lump-sum payment may be determined as though the
payment had been received ratably in the taxable year in which re-
ceived and the two preceding taxable years. Since under the rules of
subsection (o) (1) and (2) the lump-sum is included in gross income
only to the extent that it, with other previously untaxed amounts
received, exceeds the consideration, it is only the remaining portion
which is taxable,

Subsection (f) provides the method for determining the extent to
which employer's contributions are treated as employee's contributions
(1) for the purpose of determining the aggregate amount of premiums
or other consideration paid under. (c) (1) (A), (2) for the purpose of
the rule of subsection (d), and (3) for the purpose of treatment of
amounts (under subsec. (e) (1) (B)) not paid as annuities, but paid
after the annuity starting (late; hence this subsection must be taken
into consideration wherever a computation involves an employee
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annuity. The computation is made by finding the a gregate of
amounts contributed by the employer which were includeible in the
gross income of the employee and amounts contributed by the em-
ployer which, if paid directly to the employee at that time, would not
lhave been includiblo in the employee's gross income. For example,
in those situations where an employee's compensation is not includible,
to some extent, in gross income by reason of his being a bona fide
resident of a foreign country, contributions made by his employer to
a pension fund are not later taxable to the employee any more than
they would have been taxable to the employee at the time of the
employer's contribution if instead they had been paid directly to the
employee as compensation in accordance with the provisions of
section 911.

Subsection 72 (g) provides the same transferee rule as in section
22 (b) (2) of the existing code except for adjustments necessitated by
the changes made in other provisions of the section. It also enacts
the rule of existing case law that, a transferee is to include a bene-
ficiary of, or tile estate of, the transferee.

Subsection (h) provides for the exclusion from income of amounts
payable on maturity of a contract where an option to receive payment
as an annuity is elected within 60 days after the date when the lump
sum is payable (eliminating the application of constructive receipt in
this special case).

Subsection (i) provides a special rule for the treatment of a survivor
annuitant under a joint and survivor annuity contract where the first
annuitant died in 1951, 1952, or 1953. In such cases, where the basis
of a surviving annuitant's interest in the contract was determinable
under section 113 (a) (5) of the 1939 Code, (1) the special rule of sub-
section (d) relating to employee's annuities is not applicable; (2) the
aggregate amount of premiums or other consideration paid is the basis
of the contract determined under section 113 (a) (6); (3) in finding
the sum excludable by the surviving annuitant under section 72,
the premiums or other consideration paid is to be reduced only by
the aggregate amount received by the surviving annuitant under the
contract and excludable from his gross income prior to the annuity
starting (late; and (4) the annuity starting date is specially defined il
subsection (i) (4) as January 1, 1954, or the first day of the first
period for which the surviving annuitant receives an amount under
the contract as an annuity, if such date is after January 1 1954.

Subsection (j) specifically provides that amounts paid under an
agreement to pay interest are includible in gross income. This cor-
responds to section 22 (b) (1) of the 1939 Code. No substantive
change is made.

Subsection (k) incorporates the provision in section 22 (b) (2) of
existing law in respect of amounts paid in discharge of alimony obli-
gations, making the entire section 72 inapplicable to such payments if
includible in gross income under section 71.

Subsection (1) provides that for the purposes of this section the term
"endowment contract" is (teemed to cover face amount certificates as
defined in section (2) (a) (15) of the Investment Company Act of 1940
(15 U. S. C sec. 80a-2). This will provide for the limit on tax in
the case of thle receipt of proceeds of such a contract in a lump sum
which is provided iu section (e) (3).
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Cross-references are provided in subsection (m) to sections dealing
with the basis of annuities sold or exchanged.
Your committee has made principally clarifying or technical amend-

ments to this section as it appeared in the bill as passed by the House.
A change has been made in subsection (c) (3) (A) with regard to life
expectancy and its use fm determining expected return under a contract.
Thle )resent wording uses "expected return" in its ordinary sense
and provides that it shall be comI)puted with reference to actuarial
tablles to be prescribed. As this section appeared in the bill that the
house passed it limited expected return to amounts expected to be
received within the life expectancy or expectancies of individuals.
Under this wording, the "expected return" part of the exclusion
ration would rarely relate to an individual's entire life expectancy
although the purpose of the section as a whole is to spread the return
of the investment in the contract tax free over an individual's entire
life expectancy. A very old person might have a life expectancy of
l)ut a few years and a fraction; since he could not expect to receive
a fraction of a playmnent, his expected return would be limited to the
whole numbl)er of years times his annual payment. This might elimi-
nate any difference between his investment in the contract and his
expected return--yet on.the average such annuitants would be receiv-
ing a larger sum, the difference representing a sizable interest incre-
m1ent. T'1'ie -new wording enables the Secretary to indicate fractions
of years in the tables to be used in computing expected return at those
ages whllere the discrepancy between life expectancy and whole years
of life expectancy is deemed to be significant.

Another change made in the section by your committee deletes
subsection (j) of the House bill relating to certain joint and survivor
annulities, the principle of which now appears in section 691 (d).

Your committee has also added a new subsection, (1), whose opera-
tion and purpose have been discussed above.

T'ie other changes made by your committee were of a minor clari-
fying character with no intent to alter the meaning of the section from
that indicated in the committee report, of tihe House on this portion
of the bill.
Section 73. Setrices of child

This section is identical with section 73 of the bill as passed by the
louse. It corresponds to section 22 (m) of the 1939 Code, except

tllhat tle provision relating to assessment of tax has been deleted since
it is now contained in section 6201 (c). No substantive change is
made.
Sections 74. Prizes and awards

This section is identical with section 74 of the bill as passed by the
House. It is a new section which includes in gross income all prizes
and awards with certain specified exceptions. It is intended to
eliminate some existing confusion in court decisions over whether a

prize is income or a gift and would overrule both the Pot O'Gold case
(Washburn v. Commissioner (1945) 5 T. C. 1333) and the Ross Essay
Contest case (McDermott v. Commissioner (C. A. D. C. 1945) 150 t.
2d 585) insofar as each held prizes were not income under the 1939
Code. A cross reference to section 117 (relating to scholarships
and fellowship grants) is inserted to preclude taxing such awards under
this section.
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Subsection (b) excludes from income those prizes and awards
which are made primarily to recognize past achievements of the
recipient in one of the specified fields, provided;the recipient was
selected without any action on his part to enter the contest or to
submit his works in the proceeding and provided he is not required
to render any substantial future services as a condition to receiving
the prize or award. Thus, such awards as the Nobel prize would be
excluded under this section. Subsection (b) is not intended to ex-
clude prizes or awards from an employer to an employee in recognition
of some achievement in connection with his employment, such as
having the largest sales record or best production record during a
certain period. Amounts received from radio and television giveaway
shows, or as door prizes, or in any similar type contest would also not
be covered by subsection (b).
Section 75. Dealers in tax-exempt securities

This section is identical with section 75 of the House bill, and is the
same as section 22 (o) of the 1939 Code.
Section 76. Mortgages made or obligations issued by joint-stock land

banks
This section is identical with section 77 of the House bill. It re-

places without substantive change sections 22 (j) and 3799 of the
1939 Code. The former was merely a cross reference to the latter.
Section 77. Commodity credit loans

This section is identical with section 78 of the House bill. It
corresponds to section 123 of the 1939 Code and subsection (c) of such
section has been deleted (relating to taxable years beginning after
December 31, 1938, and before January 1, 1942). No other substan-
tive changes have been made.

PART III.-ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME

Section 101. Certain death benefits
This section is similar to section 101 in the bill passed by the House

except as follows:
1. A conforming change has been made in subsection (a) by

striking, the wording providing that the subsection shall be
inapplicable to proceeds of life-insurance contracts purchased
by an exempt employees' trust. This restores the treatment
under present law.

2. Thero has been inserted in subsection (a) a provision con-
tained in existing law and eliminated by the House limiting the
exclusion from gross income (in cases of transfer of a life-insurance
contract for a valuable consideration) to the sum of the con-
sideration and premiums paid by the transferee. Under existing
law, the rule does not apply where the transferee has a basis
determinable to any extent by reference to the basis of the
contract in the hands of the transferor. Under your committee's
amendment the rule also does not apply if the transfer of the con-
tract was to the insured, a partner of the insured, a partnership
including the insured, or a corporation of which the insured was
a shareholder or officer.
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3. A change is made in subsection (b) (2) (B) to include pen-
sion trusts among those sources of distributions to which the
lilmitati6ns of subparagraph (B) shall not apply.

4. Subparagraph (d) (1) (B) has been altered to provide an
exclusion of $1,000 a year to the surviving spouse of all insured
in addition to the proration of amounts held by insurers at the
death of the insured, but any exclusions from gross income addi-
tional to such proration under tllis subparagraph of the HI-ouse
bill have been eliminate(l with respect to indivi(luals standing
in any different familial relationship to the insured.

This section as a whole corresponds to section 22 (b) (1) of the 1939
Code relating to the exclusion of certain death benefits from gross
income.

Subsection (a) states the general rule excluding from gross income
life-insurance proceeds paid by reason of the (leath of the insured
(whether received by the decedent's estate, a beneficiary, a transferee
or otherwise). The exclusion is applical)le whether the insurance is
payal)le in a lump sum or in inmital Ilments except as limited in para-
grapih (2) of subsection (a) and subsection (d). Subsection (a) ex-
clu(les deatli benefit payments under workmen's compensation insur-
ance contracts or under accident and health insurance contracts which
have the characteristics of life-insurance proceeds p)ayablo by reason
of death.

Subsection (b) parallels section 22 (b) (1) (B) of the 1939 Code in
providing a $5,000 exclusion from gross income of amounts paid by
or on behalf of an employer to the beneficiaries or estate of an employee
by reason of death of the employee, but sets forth the following special
rules:

1. Subparagraph (B) excepts amounts to which the employee
lhad a nonforfeitable right before death from the benefit of the
exclusion (other than total distributions payable to a distribute
by an exempt profit-sharing, pension, or stock bonus trust within
I taxable year of the distribute by reason of the employee's
death);

2. Subparagraph (C) excepts from the exclusion amounts paid
a surviving annuitant if the employee received or was entitled
to receive any annuity before his death;

3. Subparagraph (D) provides that the amount deemed to be
tlie consideration paid by an employee for an annuity payable to
a survivor to which section 72 (relating to annuities) applies
shlll include thle amount by which the value of the annuity to the
survivor exceeds the amount of any nonforfeitablo right which
accrued to the employee before his death, but tlhe addition to
the consideration shall not exceed $5,000 in any event andi the
provision will not apply to joint and survivor annuities as
described in the preceding subparagraph.

The requirement under the 1939 Code that the benefits be paid under
a contract has been eliminated.

Subsection (c) corresponds to existing law and provides that if
life-insurance proceeds which are excludable under subsection (a)
or employee doath benefits which are excludable under subsection
(b) are held under an agreement to pay interest thereon, the interest
payments are includible in gross income.
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Subsection (d) provides that the interest element contained in
life-insurance proceeds which are payable (in installments, as an
annuity, or otherwise) at a date later than death shall be taxed to the
beneficiary, except that the surviving spouse of the insured shall be
entitled to an annual exclusion'with respect to such interest in the
amount of $1,000.

This provision does not affect any insurance payable in a lump sum
or on the date of death; nor does it affect an equivalent amount paid
at a later (late in whatever manner. Therefore, the subsection pro-
vides that the present value as of the date of death of life-insurance
proceeds which are payable later shall be prorated over the period
with resl)ect to which such payments are to be made, such prorated
amounts to be excluded from income. As in the case of regular
annuities, such an annual exclusion based on the life expectancy of the
beneficiary is allowed as long as he lives. All amounts received in
excess of this exclusion are taxable as interest, except to the extent
that the surviving spouse possesses the additional exclusion referred
to above. The prorated amounts are to be excluded from gross
income regardless of the taxable year in which they are actually
received. If a payment is received in a taxable year other than a
year in which such payment is due, that portion of such payment
which represents a prorated amount shall nevertheless be excludable.
The subsection is not applicable to interest received by a beneficiary
under a specific agreement with the insurer to pay interest on retained
proceeds, which sums continue, as under existing law, to be taxable
in full without benefit of any interest exclusion.

In the ordinary case, one of the options in such contracts is an
option to take a specific amount in a lump sum. This lump sum
amount will be, in such cases, the "amount held by an insurer" and
need only be prorated over the period payments are to be made by the
insurer. For example, if at the insured's death, $1,000 would have
been payable in a single installment, but 10 equal annual payments
are made in lieu thereof, the portion of the installment to be excluded
from gross income is $100 ($1,000 divided by 10). Any amount
actually received as an installment in excess of $100 is to be included
in gross income, except to the extent that the annual interest exclusion
of a qualified beneficiary may apply, If payments for life were pro-
vided for in the above supposition instead of 10 equal payments, the
$1,000 lump sum would be divided by the present life expectancy in
years of the beneficiary concerned. Assuming the beneficiary to have
an expectancy of 20 years and the lump-sum payment to be $1,000,
$50 of each installment payment would be excluded from gross
income and the balance included in gross income ($1,000 divided by
20), again subject to the applicable annual interest exclusion.

Special problems arise where the insurance contract does not pro-
vide for a particular amount payable immediately upon the death of
the insured as an option. These are to be solved by finding the value
(with respect to each beneficiary on a particular contract) of the agree-
ment, as of the date of death of the insured discounted on the basis of
the interest rate and mortality tables used by the insurer in determin-
irg the payments. Thus, if the surviving spouse were to receive an
annuity for a fixed period (or life) under one option and under the
remaining option she were to receive a different sum or the same sum
for a different time, and the'adaughter were to receive an annuity for a
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given period, the values to each would be determined after the wife's
selection of an option, as of the (late of death of tlhe insured. For
example, if the wife selected an option under which she is to receive
$5,000 per year for her life, having all expectancy of 20 years, and the
daughter $5,000 per year for 10 years, the discounted value to the
wife might be $60,000, and that of the (laughter $35,000. Tile wife
would then exclude $3,000 of each installment from gross income
($60,000 divided by 20) and an additional $1,000 of each installment
because of her sel)ial exclusion. She would then exclude a total of
$4,000 of each installment from lier gross income, but include $1,000
of each installment in her gross income. The daughter would exclude
$3,500 of each installment from her gross income ($35,000 divided( by
10). The daughter woull include $1,500 of each installment in
gross income.

If lthe node of settlement contains refund features the yearly ex-
clusion will be compulted under regulations to be prescril)bedl by the
Secretary or his delegate, after excluding the acttlarial value of such
feat 1 (es.

This sill)section changes existing law in tlhe treatment of interest on
insurance proceeds to wh ich the subsection is applicable. Under
present law "guaranteed" interest is regarded as an amount paid by
reason of death of tile insured and is excluded from gross income al-
thotugh so-called "excess" interest is regarded as ant amount not paid
bly reason of death of the insured and is included in gross income.
This distinction is abandoned and both types of interest payments are
nlow fully includible in gross income, except to tile extent they may
be exc(lu(ie( under sub)paragral)h (B).
This sul)section will be applicable to all beneficiaries under life-

insurIance policies where the death of thle insured occurs after the (date
of enIln(tment of this act.

Sulb.scction (e) excludes payments includible in gross income as
alimony payments from thle effects of tlhe section.
Section 102. Gifts and inheritances

This section correspond(s to section 102 of the House bill, containing
a restatement of secLion 22 (b) (3) of thle 1939 Code.

Section 22 (b) (3) i)rovides for an exclusion from gross income
of the value of property acquired by gift, bequest, devise, or inherit-
ance. IIowever, thle exclusion does not apply, where the gift, bequest
etc., is of income from property, to thle amount of such income.
The section further provides (in conformity with tlhe amendments
made to sec. 162 of thie code by the Revenue Act of 1942), for treat-
ment as gifts or bequests of income, of amounts paid out of income
where, under tihe terms of thlo gift or bequest, tlhe amounts are to bo
paid at intervals.
Inasmuch as tlhe rules relating to the inclusion of income received

by a beneficiary of an estate or trust have been completely rewritten
ill subchapter J, your committee has amended section 102 to affect
correlation witl thie n11ew provisions. Under the amendment, amounts
which are included in income of a beneficiary under subchapter J
will a fortiori, not be excluded as gifts or bequests under this section.
Section 103. Interest on certain governmental obligations

This section is identical with section 103 of the bill as passed by the
House. It corresponds to section 22 (b) (4) of tlhe 1939 Code (relating
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to tax-free interest). No substantive change is made. However the
instant section omits as unnecessary a provision in section 22 (bS (4)
of the 1939 Code, which provided that persons owning any of the gov-
ernmental obligations enumerated in that section shall, when so re-
quired by regulations, submit with his return a statement showing the
number and amount of such obligations owned by him and the income
received therefrom.
Section 10/f. Compensation for injuries or sickness

Section 22 (b) (5) of the 1939 Code excludes from gross income
amounts received, as compensation for personal injuries or sickness,
(1) under workmen's compensation acts, (2) through accident or
health insurance, (3) as damages, and (4) as a pension, annuity, or
similar allowance for personal injuries or sickness resulting from active
service in the armed forces of any country. Section 104 of the House
bill changed existing law so as to make the exclusion under this section
inapplicable to amounts received by an employee, to the extent that
such amounts are attributable to contributions by the employer which
were not incll(lible in the gross income of the employee. Your com-
mittee has amended section 104 (a) (4) of the House bill by extending
the exclusion to amounts received as a pension, annuity, or similar
allowance for personal injuries or sickness resulting from active service
in the armed forces of any country "or in the Coast and Geodetic
Survey or the Public Health Service."

Otherwise, this section is identical with section 104 of the bill as
passed by the House. It will continue to exclude from gross income
(in the same manner as section 22 (b) (5) of the 1939 Code) any
amount received as workmen's compensation under a workmen's
compensation act, as well as any amount received by a taxpayer
under a policy of accident or health insurance purchased by him.
Section 105. Amounts received under accident and health plans

This section corresponds to section 105 of the House bill although
there have been some changes. Subsection (a) prescribes the general
rule that amounts received by an employee through accident or health
insurance for personal injuries or sickness shall be included in gross
income to the extent such amounts are attributable to contributions
by the employer which were not includible in the gross income of the
employee. I or purposes of this section, subsection (e) provides that
amounts received under an accident or health plan of an employer or
of an employee association, and amounts received from a sickness and
disability fund for employees maintained under the law of a State, a
Territory, or the District of Columbia, which requires employers to
contribute to such fund shall be treated as amounts received through
accident or health insurance. An amendment to section 7701 (a) (20)
of the House bill defines life insurance salesmen as employees for
purposes of this section.

Subsection (b) provides that the amounts described in subsection
(a) shall not be included in gross income if they are reimbursements
paid directly or indirectly to tlhe taxpayer for expenses incurred by
him for medical care of the taxpayer, his spouse, and his dependents,
to the extent that such reimbursed amounts are expended during the
taxable year for such medical care.

Subsection (c) provides that the amounts described in subsection
(a) shall not be included, in gross income if they constitute payment
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for l)ermanent, loss, or loss of use, of a meltl)er or function of the body,
or tile permanent disfigurement, of the taxpayer, his spouse, or a

(lepen(lent, and tlhe payments are computed( with reference to the
nature of the injury and witliout regard to the period the employee
is absent from work. lihe following example will illustrate the kind
of l)ayments excludlible from gross income tender this subsection.
Assume that un(ler the plan of an eml)loyer payments equal to 25percent, of annual coml)enllsation are made to employees for loss of a
leg. The $10,000 employee would therefore receive a payment of
$2,500 and thel $4,000 employee would receive a payment of $1,000.
These amounts would be excludible from gross income if, under the
plan, they are payable regardless of tie period that tile employee is
absent from work.

SuIb)section (d) provides that amounts described in subsection (a)
shall notl)e included in gross income if such amounts constitute wages
or payments in lieu of wages for a period during which the emplloyee
is absent from work on account of personal injuries or sickness b)ut
only to the extent that such amounts (1o not exceed a weekly rate
of $100 and are attributable to a periodd beyond tilhe 7-day period
beginning with tile (ldayonl which the absence because of injury or

sicknessbegan. Th'le Secretary or his delegate is authorized to pre-
scribe regulations for determining tihe weekly rate at which such
amounts; are paid if such amounts are not paid ontile basis of a weekly
pay period. For purposes of this subsection the term "wages" is
used in a broad sense to include salary and other remuneration for
employment.

Subsection (f) provides special rules for tihe application of section
213 (a) relating to medical, dental, etc., expenses. Amounts excluded
from gross income under subsection (c) or (d) would not be considered
as compensation (by insurance or otherwise) for expenses paid for
medical care. Accordingly, an employee receiving sucham ountswou ld
b)e entitled not only to exclude such amounts from gross income but
also to claim a medical expense deduction for any medical expenses
incurred in connection with the sickness or accident. An additional
special rule provides that if thle taxpayer does not expend amounts
which were paid to him as reimbursement for medical care duringtile taxable year in which the amounts are received such amounts
shallnot. be considered as compensation (by insurance or otherwise) for
expenses )paid for medical care. Accordingly, where the reimburse-
ments for medical expenses are not expended during the taxable
year of reimbursement, thle amounts would be included in gross income
and the taxpayer would be allowed to claim a medical expense deduc-
tion when such amounts are expended in a later year.
Amounts received under workmen's compensation acts are not

governed by this section. Such amounts are fully excludible from
gross income in all cases under section 104.

Thie application of section 105 may be illustrated by the following
example in which it is assumed that the employee makes no contribu-
tion to the plan.
An employer establishes a plan which provides for the payment of

regular wages during a period of disability after a 7-day waiting period,
but in tlhe event of occupational injury the employee is to receive under
the plan only the difference between his regular wages and the amount
he receives under workmen's compensation. Employee A is injured
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on tlo job and is (lisabl)led for 8 weeks. His regular wages are $150 por
week. Hle receives $30 per week as workmen's compensation which is
excludable from gross income under section 104. After the waiting
period lihe receives $120 per week under the plan. In addition, the
employer pays A his regular wages during the 7-day waiting period,
an( after the waiting period A receives an additional $10 per week as
extra compensation from the employer, not under a plan.
The amount received (luring the waiting period and the extra com-

pensation of $10 per week (not received under a plan) constitute
taxable income to A. $100 of the $120 received each week after tile
7-day waiting period would be excludible from gross income.
Your colnmitteo's bill continues the general procedure in the House

bill of according equal treatment to insured and noninsure'd sickness
and accident benefits granted to employees under employer-financed
plans. However, it makes the following changes in the Ptouse bill:

1. The bill spells oit the precise conditions under which benefits
paid as compensation for permanent injttry or permanent loss of bodily
function will be exempt. The House bill had merely indicated that
payments compensating for injury or sickness shall be exempt.

2. The Houso bill confined exclusions to benefits paid under qualified
plans satisfying requirements designed to prevent discrimination as to
coverage on benefits in favor or highly compensated as compared with
rank and file employees. The present provision eliminates these quali-
fication requirements. However, it specifies that the exemption is to
be granted only to benefits paid out under an arrangement which
constitutes a plan.

3. As in the House bill the exclusion of benefits paid as compensation
for loss of wages is limited to $100 a week. However, unlike the House
bill the present bill makes no provision for reducing the amount of
exempt benefits in cases where nonexempt benefits are provided under
nonqualified plans. The bill also provides that the exemption granted
for benefits paid as compensation for loss of wages shall be granted
only after a period of 7 days.. The House bill denied exclusions coln-
plotely where there was no waiting period. t

4. T'he bill makes it clear that the exclusion applies to benefits paid
out by employee associations. It also specifically indicates that the
exclusion is to be granted to benefits paid for the taxpayer's spouse
and dependents as well as himself.
Section 106. Contributions by employer to accident and health plans

This section is identical with section 106 of the bill as passed by the
House. Under the current interpretations of existing law, amounts
paid by employers as premiums for group employee accident and
health insurance, or as contributions to State accident and health
benefit funds, are not included in the gqoss income of the employees.
However, amounts which are paid by employers as premiums for
individual employee policies of accident and health insurance are
includible in gross income.

Section 106 provides that gross income does not include contribu-
tions by the employer to accident and health plans for compensation
(through insurance or otlh6rwise) to his employees for personal 'injuries
or sickness. The exclusion under this section is applicable whether
the contribution by the employer is made by payment of an insurance
premium or by some other means, such as a contribution to an
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independent fund maintained by the employer, by an employee asso-
ciation, or a State-administered fund. Also, the exclusion is appli-
cable regardless of whether the employer's plan covers one employee
or a group of employees. Therefore the premium paid by an em-
ploye fo an individual policy of accident and health insurance for an
employee will not be includible in gross income as it is under present
law.
Section 107. Rental value of parsonages
This section is identical with section 107 of the bill as passed by

the House. The first paragraph is derived from section 22 (b) (6)
of the 1939 Code. No substantive change is made.
The second paragraph provides that the allowance paid to a minister

of the gospel as part of his compensation (to the extent used by him to
rent or provide a home) is not a part of his gross income. Thus, a
minister who receives a rental allowance in lieu of the use of a home
will be able to exclude this allowance if it is used to rent or provide
a home.
The word "home" as used in both plarag'aphs is not intended to

change the law under section 22 (b) (6) of the code of 1939 which used
the term "dwelling house and appurtenances thereof." Tile term
"home" includes the case where furnishings are also included. It
does not cover cases where a minister, in addition to the home, rents
A farm or business property, except to the extent that the total rental
paid can be allocated to the home itself and the necessary appurte-
niances thereto, such as a garage.
Section 108. Income from discharge of indebtedness

This section corresponds to section 108 of the House bill and
coiltains the provisions which in the 1939 Code were in section 22
(b) (9), relating to the income of corporations attributable to the
discharge of their indebtediiness, and section 22 (b) (10), relating to
the discharge of the indebtedness of certain railroad corporations in
reorganization. The provision formerly contained in section 22 (b)
(9), nlow subsection (a) of this section, has been expanded so that it is
applicable whether or not the indebtedness discharged was evidenced
by a security. In addition it is applicable not only to the indebted-
ness of a corporation but also to the indebtedness of an individual if
the indebtedness was incurred or assumed by the individual in connec-
tion with the acquisition of property used in his trade or business.

In the House bill, however, income attributable to the discharge of
an indebtedness may not be excluded to the extent that such discharge
was effected in consideration of the transfer of property or the render-
ing of services. Nor is income excludable if it is includible under
section 76 (b). Accordingly, the income, which is includible because
the del)tor had derived a tax benefit by the prior deduction of the
indebtedness discharged, could not be excluded even though the debtor
consents to a corresponding reduction of the basis of his property.
Your committee has eliminated these restrictions since they were
connected with section 76 which has been removed from the bill.
The provision relating to the discharge of the indebtedness of

certain railroad corporations has not been altered in substance, except
that the expiration date has been extended for an additional year to
December 31, 1955.
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Section 109. Improvements by lessee on lessor's property
This section is identical with section 109 of the House bill and in

substance with section 22 (b) (11) of the 1939 Code.
Section 110. Income taxes paid by lessee corporation

This section is identical with section 110 of the bill as passed by
the House. It adopts for income-tax pllrposes a rule applied in the
excess-profits tax (under sec. 433 (a) (1) (K) of the 1939 Code as pro-
vided by sec. 101 of the Excess Profits Tax Act of 1950) with respect
to railroad corporations which have entered into leases which require
the lessee to pity a stated rental to the lessor free of tax. Under this
provision, the payment or reimbursement of the lessor's Federal in-
come tax (arising out of the rental) by the lessee shall be excluded
from the lessor's gross income and shall not be deductible by the
lessee.

This treatment is to apply only with respect to leases entered
into prior to January 1, 1954. If a lease entered into prior to such
date is renewed or continued after such date, it shall receive the
proposed treatment if renewed or continued in accordance with an
option contained in the lease on December 31, 1953. If such option
was for an initial renewal and a second renewal is made under an
option contained in the first renewal lease, then such second renewal
will be considered to have been made in accordance with the option
existing on December 31, 1953, unless the option by its terms pre-
cluded a second renewal.
Section 111. Recovery of bad debts, prior taxes and deliquency amounts

This section is identical with section 111 of'the bill as passed by
the House. It corresponds to section 22 (b) (12) of the 1939 Code,
relating to the inclusion of amounts attributable to the recovery of
bad debts, etc., and with the exception of the change in section
references, is identical with that section.
Section 112. Certain combat pay of members of the Armed Forces

This section is identical with section 112 .of the bill as passed by the
House. It corresponds to section 22 (b) (13) of the 1939 Code
relating to the exclusion of certain compensation of members of the
Armed Forces. It is identical with that section, except that the
expiration date is changed from a specific date to a general provision
correlating the exclusion of this section with any law relating to
induction of individuals for training and service in the Armed Forces
of the United States.
Section 118. Mustering-out payments for members of the Armed Forces

This section is identical with section 113 of the bill as passed by the
House and corresponds to section 22 (b) (14) of the 1939 Code. No
substantive change is made.
Section 114. Sports programs conduted for the American Red Cross88

This section is identical with section 114 of the bill as passed by the
House and corresponds to section 22 (b) (16) of the 1939 Code. No
change of substance h,;3 been made.
Section 115. Income of States, mun'wipaities, etc.

This section is identical with section 11 of the bill as passed by the
House. Subsection (b) corresponds to section 116 (d) of the 1939

48509'-64---18
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Code. Subsection (c) corresponds to section 116 (o) of the 1939 Code.
No changes of substance have been made in either provision.
Section 116. 'Partial exclusion of dividends received by individuals

This section is identical with section 116 of the bill as passed by the
ouseo. This section, which should be considered in connection with

section 34 (providing it credit for dividends received by individuals),
excludes from gross income the first $50 of dividends received by an
individual (during taxable years ending after July 31, 1954, and before
August 1, 1955, and the first $100 of dividends received by an indi-
vidual during taxable years ending after July 31, 1955. The exclu-
sion is denied (under subsec. (c)) to a nonresident alien whose tax is
computed at a flat 30-percent rate on gross income under section
871 (a).
The restrictions and limitations prescribed by section 34 (c) and

section 34 (d) also apply to the exclusion of dividend income from
gross income.

Inl cases of taxpayers who file joint retiiurns, the exclusion will be
applicable to dividendss of eac5h of the husband and wife, so that if in
1956 a husband receives $200 of dividends and his wife $100, the wife's
will be fully excluded and $100 of the husband's will also be excluded
in computing tilhe aggregate income on a joint return. The same result
in the case of the exclusion will of course follow if separate returns are
filed by the husband and wife. -

Section 117. Scholarships and fellowship grants
Section 117 of the Hlouse bill is a new section which has no counter-

part in the 1939 Code. It provides rules for determining the extent
to which amounts received as scholarships and as fellowship grants
aro includible in gross income. Your committee has made several
amendments to thin section as passed by the House.
For purposes of clarification your committee has made certain tech-

nical changes in subsection (a), but no substantive change is intended.
Subsection (a) states the general rule that all amounts received as
scholarships or as fellowship grants are excludable from gross income.
The exclusion applies also to the value of any contributed services and
accommodations received by the taxpayer as a part of the scholarship
or fellowship grant, such as room and board, and laundry service. In-
the case of a scholarship, in order for the exclusion to apply, the schol-
arship must be at an educational institution (es defined in sec. 151
(e) (4)). If an educational institution (as defined in sec. 151 (e) (4))
maintains or participates in a plan whereby the tuition of a child of
a faculty member of any such institution is remitted at any other
participating educational institution (as defined in sec. 151 (e) (4))
attended by such child, the amount of tuition so remitted shall be
considered to be an amount received as a scholarship under this
section. Subsection (a) excludes from gross income any amount
received over and above the scholarship or fellowship grant to cover
expenses for travel, research, clerical help, or equipment, which are
incident to the scholarship or fellowship, but this exclusion is appli-
cable only to the extent that such amount is so expended by the
recipient.

Subsection (b) prescribes rules limiting the amount which may be
excluded under subsection (a). Paragraph (1) of this, subsection as

passed by the House provided that the exclusion does not apply to
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any amount which represents payment for teaching or research serv-
ices in the nature of part-time employment required as a condition to
receiving the scholarship or fellowship grant. This paragraph has
been amended by your committee so as to be applicable only to indi-
viduals who are candidates for degrees at an educational institu-
tion (as defined in sec. 161 (e) (4)). In addition, your committee
has provided that this paragraph applies to "other services" in addi-
tion to teaching and research services. A new sentence has also been.
added at the end of -paragraph (1). It provides that if teaching,
research, or other services are required of all candidates (whether or
not recipients of' scholarships or fellowship grants) for a particular
degree as a condition to receiving such degree, such teaching, research,
or other services shall not be regarded as part-time employment within
the meaning of this paragraph. The purpose of this provision is to
make clear that services which constitute a part of the regular cur-
riculum, or of the regular course of study loading to a particular
degree, are not within paragraph (1). For example, if all candidates
for a particular.education degree are required, as a part of their regular
course of study, to perform part-time practice teaching services, such
services are not regarded as part-time employment for purposes of
section 117 (b(1).

Paragraph (2) of suibsction (b) applies t' individual who are not
candidates for degrees. Under the House bill such individuals are
not permitted t:6 exclude from gross in'ecome amObunts received as
scholarships or fellowship grants unless the annual amount of the schol-
arship or' fellowship grant is less than 75 .percent of the recipient's
earned income during the .prior 12-month period. YTour' committee
has struck out paragraph, (2) as passedby the House and has substi-
tuted 'a new paragraph which allows, in effect, a monthly exclusion
of $300 for, 36 months. This paragraph; prVidesthat .m the case
.of an individual who is not a .candidate for a,degr-ee at an educational
institution ,(as defend'ine se-e.1,51 (e) (4))' sibse(jtion, (a)i shall apply
onl.yit the condition m subparagraph (A) is. satisfied;and 'then only
within the limitations provided in subp'agrapph, (3). Inorder; o
satisfy' the condition of subparagraphe(A)'the grantor of the scholar-
ship ,or ;fellowship must be, an organinition':described m section 501
(c) (3) and exempt from tax under section 501l (a), the United States,
or an instrumentality thereof,; or a Stgt, a 'Territory, or a possession
of the United States, or any ,political subdiyision theieof, or the Dis-
trict of Columbia. tUnder subparagrph.IB) thie exclusion under sub-
section (a) (1) in any taxable year is limited t an amount eqiial't
$300 times the. number of ionths 'for ;hi:hthe recipient received
amounts under the scholarship or. fellowship grant during such' taxaBle
year, except that no exclusion is allowed" under subsection (a) after
the recipient, has beenentitld to exclude,,under this section, for a
period of 36 months (hether..or not coisecetiv) .amuts received
as a scholarsip or,flloWship grant while aot a candidate for a degree
at ,aneducatibpal Mstiution ...... ,.,.., .. ',,.-.The operation of etion 11 () ( xa be llustrited by' he follow-
g examples mivolvig ca enda year taxpyr ,wh' e n!ot candidates

for degrees:, , .. '... ... ;,, , , . .- ,

(1) n Marc thf taxable ;ya .th aiard
,doctorate fellowslinpgant whiich.i:,st .ommencothefol'lo:'gS-
tember 1, and is to end on June 1 of the following year. The amount
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of tlhe fellowship grant is $4,500, and those taxpayer receives this
amount in monthly installments of $500 onil tile first (lay of each
monl7iDurig the taxable year lihe receives a total of $2,000 with
respect to the 4 months of September through December, inclusive.
lie may xclud(le $1,200 from gross income in the taxable year, and
must include tiLo remaining $800.

(2) Assume the same taxpayer as in the preceding example, except
that lie receives theo full amount of the grant ($4,500) on September
1 of thel taxable year. Since the amount received in the taxable
year was for tlhe full temn of thle fellowship (9 months), the taxpayer
may exclude from gross income in the taxable year $2,700. 'The
remaining $1,800 must-e included in gross income.

(3) The 36-month limitation in subsection (b) (2) applies if the indi-
vidual lias received amounts excludabl)e front gross income under sub-
section (a) attributilale to any prior 36 months (whether or not con-scct:ivtduhring. which the individual was not a candidate for a degree.
For c.xample, if the taxpayer received under a fellowship grant $200
a month for 36 months he would have exhausted his eligibility under
subsection (b) (2) even though he (lid not in any of the 36 months
make ulse of the full $300 exclusion.
Section 118. Contributions to the capital of a corporation

Thllis section (except for a change in a cross-reference) is identical
wilthl section 118 of the bill as passed by the House. It lhas no counter-
part in tlho 1939 Code; however, the rule of this section that contri-butaions to the capital of a corporation are excluded from income,
merely restates tlhe existing law as developed through administration
and court decisions. Determination, of the basis of property con-
tributed to tlhe capital of a corporation is to be made under section 362.
Section 119. AMeals and lodging furnished for convenience of employer

This section corresponds to section 119 of the bill as passed by th6House. Existing lawN as currently interpreted by the InteirnalRleve-
nue Service and certain coirt decisionss,' requires that if meals or lodg-
ing represent compensation the value thereof must be included in gross
income even though thoemployee must accept such-meals or lodging
in ordor properly to perform his duties. Under section 119 of tho bill
as passed by theI House if meals or lodging are (1) furnished at th -placo
of employment, and (2) aro required to bo accepted by theemp oyee
at theo place of employment as a condition of the employment, the
value tlerqopf is-xcludable front the employee's grossincome. Under
section 119 as amended by your committee, therioe is excluded from the
gross income of an employee thi value of mcals or lodging furnished
to him for the convenience of his employer whether or not such meals
or lodging are furnished as compensation. In tho case of meals the
exclusion is permitted only if thed meals are furnished on tho business
premises of the em-ployer. In the case of lodging the exclusion is
permitted only if the employee is required to accept the lodging oLn
the business premises of the employer as a condition of his employ-
ment. The phrase "required as a condition of his employment"'
means required in order for the employee to properly perform the
duties of his emplo,yment.

Section 119 applies only to meals or lodging furnished in kind.
Therefore, any cash allowances for meals or lodging received by an
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employee will continue to be includible in gross income to the extent
that such allowances constitute compensation.
The operation of this section may be illustrated by the following

examples:
(1) A civil-service employee 6f a State is employed at an institution

and is required by his employers for the convenience of the employer,
to live and cat at the institution in order to be available for duty at
any time. Under. the applicable State statute, his meals and lodging
are regarded as a part ofthe employee's compensation. The employee
would nevrttholess be entitled to exclude the value of such meals and
lodging from gross income.

(2) An employee of an institution, who is required tobe on duty
from 8 a. m. until 4 p. m.; is given the choice of residing at the insti-
tution free of charge, or of residing elsewhere and receiving an allow-
ance of $30 per month in addition to his regular salary. If he-elects
to reside at the institution the value to, the employee of 'the lodging
furnished by the employer will be includible in gross income, because
his residence at the institution is not necessary to the proper per-
formance Qf his duties, and therefore is not required as a condition of
his employment.
Section 120. Statutory subsistence allowance received by police

This section., which is idenrtial with section 120' of the bill aspassed
by the House, is new and provides for an exclusion from gross:income
for any amount received a statutory subsistence allowance by a tax-
payer who is employed as a policeman by any State, Territory, or
possession of the' United States or ainy political subdivision 'thereof or
by the District of Columbia.
The term "police official" in this section includes an employee of

any of the fore6going governmental units who has police duties;: such
as a sheriff, a detective, or a State police trooper, however designated.
For exaipl'e, it encompasses the State,police in Georgia who are
designated the'Georgia' Bureat of Investigation.
The exclusion under this section is limited to a statutory subsistence

allowance which does not exceed the rate of $5 per day, To the
extent tlat any amounts received as a statutory subsistence allowance
are excludable from gross income tinder this section, no deduction is
allowable for expenses in respect of which the statutory allowance is
paid; however, any expenses in excess thereof may be deducted if they
are otherwise allowablo- a-edotioi-- For example, if a State
statute provides a subsistence allowance of $5 per day, but the tax-
payer, a State police trooper, incurs expoliditures of $7.50 for meals
while away'from home overnight on'official police duties, he would 'be
entitled .to a deduction of $2.50 under subparagraph (2) (B) of section
62 (relating to expenses for travel away from home).' The remaining
$5 would be disallowed 'aS a deduction under this section since he is
permitted to exclude $5 as a statutory subsistence allowance
Sectioni , SrossMfererceto oth s

This section is identical withs section 121 of ,the bill pa 'eby the
House, It contains cross-refrences to act of Comness, not contained
in the 1939 Co4e,: which givo various types of income tax-exenpt
status. Subsection (a) (17) thereof corresponds to section '16li(i)
of the 1939 Code.

191



INTERNAL REVENUE CODE OF 1954

I)ART IV-STANDARD DEDUCTION FOR INDIVIDUALS

Section 1/1. Standard deduction
Section 141, which is identical with section 141 of the bill as passed

by the House, corresponds to section 23 (aa) (1) of the 1939 Code,
relating to the optional standard deduction for individuals. No sub-
stantive change has been made.
Section 1142. Individuals not eligible for standard deduction

This section is identical with section 142 of the bill as passed })y the
House. It corresl)onds to sections 23 (aa) (4) and (5) of the 1939
Code. No substantive change is made.
Section 1/3. Determination of marital status

This section is identical with section 143 of the bill as passed by the
House. It corresponds to section 23 (aa) (6) of the 1939 Code. No
substantive change has been made.
Section 144
This section is identical with section 144 of the House bill which

made no changes from present law.
Section 145. Cross-reference

This section is identical with section 145 of the House bill and
contains a cross-reference to section 36, disallowing certain credits in
the case of individuals electing the standard deduction.

PART V-DEDUCTIONS FOR PERSONAL EXEMPTIONS

Section 161. Allowance oj deductions for personal exemptions
This section corresponds to section 151 of the House bill and to

section 25 (b) (1) of the 1939 Code.
Subsection (a) provides that the exemption provided by this section

shall be allowed as deductions in computing taxable income. This is
a change from section 25 (b) of the 1939 Code which provided that
the personal exemption should be a credit against net income.
Subsection (b) corresponds to section 25 (b) (), (A). of the 1939

Code; subsection (c) corresponds to section 25 (b) (1) (B) of the 1939
Code; subsection (d) corresponds to section 25 (b) (1) (c) of the
1939 Code. No substantive changes are made in these provisions.
Subsection (e) deals with exemptions for dependents. It provides

a $600 deduction for each dependent (as defined in section 152) whose
gross income is less than $600 or who is the child of the taxpayer and
has not reached the age of 19 or who is a student. This section cor-
responds to section 25 (b) (1) (D). However -under this section a
child (a son, daughter or stepchild as defined in section 162) of the
taxpayer may have gross income of more than $600 and the taxpayer
may still be entitled to an exemption for him if he is under 19 years of
age or is a student. A student is defined as an individual who during
each of 5 calendar months during the calendar year in which the
taxable year of tlhe taxpayer begins (A) is a full-time student at an
educational institution; or (B) is pursuing a full-time course of insti-
tutional on-farm training under the supervision of an accredited agent
of an educational institution or of a State or political subdivision of a
State. (The extension of the provision to on-farm training is added
by your committeee)
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The student at an educational institution must be a full-time stu-
dent:that is, he must be enrolled for the number of hours or courses
which is considered to be full-time attendance for some part of 5 calen-
dar months. A student. who attends school from February through
some part of the month of June will thus qualify, or one who is enrolled
for the months of February through May and then September through
December will also qualify as the 5 calendar months during the cal-
endar year need not be consecutive. Full-time attendance, of course
will not include attendance at night school while holding a job during
the day; this will be considered as part-time attendance.
The term "educational institution". means a school maintaining a

regular faculty and established curriculum and having an organized
body of students in attendance. It means primary and 'secondary
schools, preparatory schools, colleges, universities, normal schools,
technical and mechanical schools and' the like, but does not include
noneducational institutions, correspondence schools, on the job train-
ing, night schools and the like.
Section 162. Dependent defined

This section, except for one minor change1 'crrpponds to-section
152 of the House bill. It correspondedto section25'(b) (3) of the 1939
Code but has several now provisions. ;. -'

Subsection (a) corresponds to the first sentence in section 25. (b) (3)
of thd 1939 Code. It defines a dependent as in'setion: 25' (b) '(3)' of
the Code of 1939 as. an individual, descri.Idd i,:iparagrphs 1! to, 8
(subpa/ragraphs A through H of section 25 '(b)'(3) of the 1939 Code)
over one-half of whose:support (tor th calendaryear -in, which the
taxable year of the taxpayer begins) is received from the taxpayer.
No substantive change' is made as to suchc' ragra'pls. To the'list
of eligible individuals is added a nithi .clalsificationany individual
who is a member of the taxpayer's hotisold 'and whose-pr icipalplace of abode for the taxable ;year'of tie taxpayer is; the hiome'f the
taxpayer, and a tenth clas'sifcation-an individual w6ho is- a 66osi
of the taxpayer and who, for the taxable yqar of the taxpayerrequires
institutional care because of physical or Miehital disability aAd before '

receiving such care was a member of the same household a6' the
taxpayer.

Paragraph (9) is intended to apply only when the taxpayer and:sui'h
other members of his household live togethei'in dtich household during
the entire taxable year (except for,teinporary; absences 'due to special
circumstance),. The fapt that such individual may be 'at college
during the c6l16g term do6s 't p;vfient'fthegeterventthe of'the taxpayer
from also-constituting the principal place of abode of such individual.
However,; such home will not 6 6consided as dthe principall place of
abode where the child establishes :'a separate habtation aridoinly'
returns fqr periodic visits. Similarly, such home will, not, be. coh-
si'erede as constitiutiig, tie 'principal place of 'abode of aB ependent
of tliq taxpayer wholei1'Isuorotsd'by the; taxpayer or.na patt of' ti&
year i'n lodgingott r thai t4osWesoccupied 'by thie ,taxpayer even
though'. tihiopenro'imay!'at 3 vanOrus-pl6ive:'he-h oiehold,
unless :the residence of the dependent in otherordgin/,lidu'..o,
necessity such' a illn, It aloiitnde tt' the' h tiehld
constitute the actual-place of ab6de of the -taxpayer and :it '^&:iot'suffiienit that the taxpayer mam'i 'tie '.hoi:hhldwinfthout 'beg
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an occupant thereof. For examl)le, under paragraph (9) the taxpayer
will beho entitled to claim a foster child (who is not legally adopted) as
a dlpendlent (assuming the support and earnings tests are mot)
provided the foster child is a member of the taxpayer's household and
lives in the taxl)ayer's homo for tlhe entire taxable year, except for
vacations or time away at school.

Subsection (b) contains rules relating to definitions. Paragraph (1)
is derive(l from tlhe second sentence of section 25 (b) (3) of tilhe 1939
Code. Paragraph (2) is derived from tlie first claus-' of the third
sentence of section 25 (b) (3) of the 1939 Code. No substantive
change is Inade in cither of these provisions. Paragraph (3) Is derived
from the fourth sentence of section 25 (b) (3) of the 1939 Code.
The general rule of this paragraph, both in the House bill and under tlie
1939 Code, is that a citizen or subject of a foreign country may not
qualify as a dependent unless he is a resident of tlhe United States or of
certain designated coulntlris. Your committee has modified the rule
so that the disqualification will only apply to a noncitizen of the
United States. This is to permit a person who may be a citizen both
of tlhe United States and of another country to be treated as any other
citizen of thile United States. In the case of noncitizens. thecexceptions
applicable to residents of contiguous countries provided by existing
law, and the additional exceptions added by tlhe House bill for resi-
dents of the Canal Zone, the Republic of Panama, and, in certain
cases, of the Philippines, are retained.
Paragraph (4) of subsection (b) is derived from tlhe fifth sentence

of section 25 (b) (3) of the 1939 Code and no substantive change is
a(lad.
Subsection (c) provides a now concept of inuliple support; that is,

where two or more taxpayers contributor to tlic supl)ort of a dependent
no one contributing over one-half of such support. This subsection
provides that any one of a group who contributes to the support of a
dependent may beodesignated by the others in the group to take the
dependency exemption for. a dependent supported by the group.
There are four requirements which must be met in order to assign
the dependency exemption:

1. No one person contributed over one-half of the' dependent's
support.

2. Each member of the group would have been entitled to the
dependency exemption except for the support requirement. That
is, the dependent must be within the required relationship and be a
resident of the United States or other countries specified in sub-
section (b) (3).

3. The member of the group claiming the dependency exemption
must have contributed more than 10 percent of the dependent's
support.

4. Each other person in the group who contributed more than 10
percent of the support of the dependent in the calendar year,: must
file a written declaration that he will not claim the exemption for the
dependent in the same calendar year (or any taxable year beginning
in such calendar year).
The operation of subsection (c) may be illustrated by the following

examples:
1. A and his brothers B and C contribute $500 each per year toward

the support of their mother M. Under section 25 (b) of the code of
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1939 none of the brothers could claim M as a dependent, hence her
dependency exemption was lost. Under subsection (c), however,
1 of the 3 brothers may claim a dependency exemption for M since
(a) no one person contributed one-half of her support, (b) each of
the brothers could have claimed M as a dependent except for the
support test, (c) each contributed over 10 percent of her support, and
(d) if each of the brothers other than the one claiming the: deduction
files a written declaration (pursuant to regulations issued by the
Secretary or his delegate) that he will not claim M as:a dependent for
the taxable year beginning in the calendar year of such support.

2. If M contributes'$500 toward her own support and her sons A
and B each contribute $300, the sons will be eligible for the deduction
if one files .the declarations as. explained above. They, are eligible
since they, as a group, have contributed over one-half of M's support.

Subsection (d): contains a 'new provision for special support test
where a dependent child (son, daughter,' or stepchild :as defined in
subsection (b) (2)) is a stUdent as defined, in section 151 (e) .(4) (an
individual, who is a full-time student 'at, an educational; institution
during each of 5 calendar months during the calendar year in which,
the taxable year of the taxpayer begins) at an educational institution
as defined in section 151 (e) (4) (a school maintaining a regular faculty
and an established curriculum and having an organized body, of
students in attendance). Amounts received as Scibo1irships '(from
whatever source' derived'and however- paid)?for' tiid,'"at such 'an
educational institution shall 'nott be co6isided in6fiiomputing whether
the taxpayer ftii'rishs 'one-halfthe;iappoi.t' Of; sul' child.; Fo'
example: A has a child C wh6 receid6s' i $1000 scholarship to thi
X college for' 1 year. A contributet' $500 towrd th&e': child's' support
at'collee' and C has ho income 6f his; oin, ,';A'itay'laiiiim C a's a de-
pendent as the $1 000' scholatiSip is not couited in deteiiiing' the
support of C. Amounts received as tuition payments and subsistence'
allowances by a veteran pursuant 'to the provisions of: the-. Service-
men's Readjustment Act of 1944 are not amounts received as scholar-
ships. -.

Section 153. Determination of marital status
This section is identical with section 153 of the House bill and

corresponds without change in substance 'to section 25 (b) (2) of 'the
1939 Code.
Section 154. Cross references

Tbis section corresponds to section 154 of 'the House'bill,-except Tor
the deletion'of the reference to section 443, relating to prorating of
exemptions.

PART VI-ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND
CORPORATIONS

Section 161. Allowance of deductions .; ; ;. ;
This section is identical with section 161 of the bill a it .ppassed the

House. It states the general rule that im computing table incme
there shall be allowed the' deductions specifically provided in the other
sections of part VI relating to itemized deductions for mdividuabl and
corporations.
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Section 162. Trade or business expenses
This section, except for deletion of a cross reference, is identical

with section 162 of the bill as it passed the House.
The first sentence of subsection (a) corresponds to the first sentence

of section 23 (a) (1) (A) of the 1939 Code. The second sentence of
subsection (a) is derived from the Legislative-Judiciary Appropria.
tions Act, 1954. No substantive change is made in those provisions.

Subsection (b) is derived from section 23 (a) (1) (B) of the 1939
code. This section provides that no business deduction is available
for any contribution which would be deductible as a charitable gift,
were it not for the percentage limitation on such gifts. This was the
rule for corporations under section 23 (a) (1) (B) of the 1939 Code
and this section now extends the rule to individuals. No substantive
change is made in the application of this rule. As under present law,
it applies only to gifts, i. o., those contributions which are made with
no expectation of a financial return commensurate with the amount of
the gift. For example, the limitation would not apply to a payment
by an individual to a hospital in consideration of a binding obligation
to provide medical treatment for the individual's employees. It
would apply only if there were no expectation of any quid pro quo
from the hospital.
Section 163. Interest

This section corresponds to section 163 of the House bill' and. to
section 23 (b) of the 1939 Code. Subsection (a) in the House bill.
contains the deduction for interest contained in section 23 (b), while
subsection (b) provides for the deduction of certain carrying charges
as interest in the event that the interest charged cannot be ascertained.
Your committee's amendment would eliminate the new provisions

of subsection (b) and would have the section incorporate the provisions
of existing law.
Section 164. Taxes

This section corresponds to section 164 of the House bill.
Subsections (a), (b), and (c) of section 164 incorporate provisions

contained in section 23 (c) of the 1939 Code. There is some rearrange-
ment of the provisions, particularly subsection (c), but no substantive
change is made. Subsection (b)-(7) is a now provision necessitated by
the new rule provided in subsection (d). Subsection (e) contains the
substance of section 23 (d) of the 1939 Code in rearranged form with-
out any change in effect.
Your committee has amended subsection (b) (5) to provide for the

deduction of taxes levied by a special taxing district which covers the
whole of at least 1 county and which includes at least 1,000 indi-
viduals paying the taxes levied by the special taxing district. The
amendment further provides that the deduction is available only if
the district levies its assessment annually at a uniform rate on the
same assessed value of real property (including improvements) as is
used for purposes of real property taxes generally,
Your committee has stricken subparagraph (b) (8) as to tax imposed

by section 309 (relating to transfers in redemption of nonparticipating
stock).

Subsection (d) is a new provision for treatment of current taxes on
real property. Under Magruder v. Supplee (316 U. S. 394 (1942)), a
purchaser may not deduct a pro rata share of real property taxes
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assumed under the purchase contract if the seller was personally liable
for the tax and a lien had attached to the property prior to' the sale.
Subsection (d) treats the purchaser, for tax purposes, as the person
upon whom the tax is imposed for the portion of the real property
tax year beginning on the date of the closing of the sale. The seller
is the person upon whom the tax is imposed for the portion of the
period preceding date. The provision applies whether or not the
parties do apportion the tax. Subsection (b) (7) denies a deduction
for taxes to the extent that under subsection (d) the taxes are treated
as imposed on another.
The new provision will enable the purchaser and seller to deduct

when paid or accrued, whichever is appropriate under the taxpayer's
method of accountin-g, the portion of the tax treated as imposed upon
him. If, however, the taxpayer uses the cash receipts and disburise-
ments method and hence cannot deduct any amount for taxes 'until
paid, and if the other party to the sale is personally liable for tie' tax,
the'taxpayer is considered to' have paid, at the time of the sale, the
portion of the tax treated under this subsection as imposed upon
him. If neither party. is peronally liable 'for the tax,' 'the' rule also
applies if the other party holds the propertyy ',at the time that the tax
becomes' a lien.:These 'rules will permit the 'cash' basis taxpayer to
obtain the benefits of this subsection even though he does not make
the actual tax payment and there will be no necessity to :determine
when the tax is in fact paid. ' ; ,.it,. . . : ,
By reason of;the' change made in section 461f (e) by' your committee,

which makes the 'ratable accrual of,rel pr'zoperty-tx6s i'a:n elective
rule, there has been added a special rule' in subsection. (d) (3) for sales
of real property involving taxpayexrs-on,:an accrual :basis 'who have
not elected to accrue re'al:propjrty taxes-r-tably. 'In' the case of the
sale of real property involving such'taxpayers the'appotionmeht rul
provided by' subsection (d) will not be available!'In those ases the
rule of existing law on treatment of the deductions of taxes will lbTe
applied. Thus if anzacerual basis taxpayerr' has' before the, sale
accrued the taxes .oni the-lien date, the 'o1her partyt4othe sailo who
may.in fact pay the taxes' may add the" taxes' sof paid to his basis.
Under the cirt6uistanc described 'above, both' the buyerr anid seller
tmay benefitV by knowing the"boais:f.accountihgofthe 0ther 'and
whether -or not either has made an election under section 461 (c).

Subsectioni (d) doesnot affect the' tretiifent of any Asuimpti6n of
delinquent taxes by the .pturcliase..' Stuch 'a purchaser asumes a:nd
pays delinquent taxes toi procuie an utinnumlei-ed title 'and the
payments' will'cottinue :tb:treated as part of tbhe purchase price
of the property : ' - .' ; :.i.. ~:'. :'

Subsection (d) applies tatable years endiig 'after ,December 31
1953; if the Sale' takes place! after Decemnber 31;1953:;'Howve'r, if
the tax was ant all6owabl' deduction to the seller under the 1939 Cede,
subsection'(d)'ddes''not'pply.''.. ^''.'*.',-"'.

It appears that' the 'House'bill is not leabr aW-to'th tbtfient'of the
reimbursement for taxes paid by a cash-basis taxp'vyer bef6r the date
of the s-le"'of irel .prbe6txy. ,.It,'o i 'iarifyrt:p6int'::yo6urT ni
mnittee intetid-that' a :ash-basi.tagpy. i tif/ in '&'itaxabl0year,
prior to' sale dfdiicted' an' ii-unit'mneiA':of theprtion of th.tax
treated' a imposed upon hiim: ir' :betib tdiif `x4e"il`U 'be
ilidibldb iin gro incomete the'year' of -the sale subject to the pri
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visions of section 111 (relating to recovery of bad debts, prior taxes,
and delinquencyy amounts).

In applying section 1001 (b) (relating to treatment of amount
realized on sale or other disposition of plo)perty) the amount real-
ized on a sale of real property will not include any amount of tax
treate(l under subsection (d) is imposed upon the seller. Similarly,
in applying section 1012 (relating to basis of property) the cost of
the property does not include any amount in respl)ect of taxes which
are treated as imposed on the purchaser. In each case an exception
is made in the case of section 266 (relating to election to capitalize
certain carrying charges and taxes),
Paragraph B of subsection (d) (2) of the I-ouse bill has been

changed to C. Paragraph C of subsection (d) (2) of the House bill
has been changed to D.
Section 165. Losses

This section corresponds to section 165 of the bill as it passed the
House.
Rules for the treatment,0of losses contained in various subsections of

section 23 of the 1939 Codo have been brought together in this section.
The general rule for losses of individuals (sec. 23 (e)) and the rule

for corporations (sec. 23 (f)) become subsections (a) and (c). The ref-
erence to the basis for determining the amount of any loss (sec. 23, (i))
is now subsection (b). The treatment of wagering losses (sec. 23 (li)) is
contained in subsection (d). The reference to capital losses (sec. 23 (g)
(1)) is now subsection (f). No substantive change is made by this
rearrangemen t.

Subsection (e) is a new provision for the treatment of theft losses.
There was no comparable statutory provision in the 1939 Code.
Regulation 118, section 39.43-2 provides that a loss from theft. or
embezzlement is ordinarily deductible for the year in which sustained.
There has been considerable uncertainty and litigation about the
application of this rule. Under the new provision, the loss will
always be deductible -in the year in which the taxpayer discovers
the loss. The rule will, of course, also apply to embezzlement, lar-
ceny, etc. If the loss is treated as sustained under this subsection,
there can be no deduction for the same loss under the 1939 Code for
a prior year (see sec. 7852).

Subsection (g) deals with losses from worthless securities. The
general rule contained in paragraph (1) incorporates provisions con-
tained in section 23 (g) (2) and (k)- (2). The definition of security
in paragraph (2) was adopted from section 23 (g)(3) and (k) (3). The
treatment of stock in affiliated corporation under paragraph .(3) picks
up the provisions of section 23(g)' (4) and (k);(5).
When tihe securities in anaffiliated corporation which qualifies as

such under section 165 (g) (3) become worthless the loss may be
deducted as ordinary. Under the House bill two changes were made
in the definition of affiliated corporations for the purposes of sub-
section (g) (3).
The first change relates to the requirement that a certain percentage

of the income of the affiliated corporation must be from specified
sources (i. e., generally from the operation of a trade or business).
Under the 1939 Code this requirement was set at 90 percent of the
aggregate of its gross income for all taxableyears, Subparagraph (b)
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has changed this provision to 90 percent of the aggregate of its gross
receipts. It should be noted that in computing gross receipts under
this subparagraph, gross receipts from the sale or exchange of stock
and securities will be taken into account only to the extent of the gains
from such soles or exchanges. This change has been retained by your
committee.
The second change relates to the percentage of stock of the sub-

sidiary which must be owned by the taxpayer. In accordance with
the change made with respect to the stock ownership requirement in
the case of corporations electing. to file a consolidated return the
percentage was reduced in the House bill from 95 percent'to 80 percent.
In view of your committee's action in restoring the consolidated
returns provisions to those under existing law, your committee, has
restored the 96 percent requirement for purposes of section 165 (g) (3).

It should be noted that the changes relating to loss on securities
in an affiliated corporation becoming worthless do not affect, the
result reached in the Tax Court decision of Hwunter ManJactur'ng
Corporation (21 T. C. No. 52), which indicated that the loss from the
securities of an affiliated corporation becoming worthless could- not
be converted from a capital loss into an ordinary loss if additional
stock is purchased. solely for, the purpose of bringing the holdings of
the taxpayer up to the minimum stock ownership requirements in
order to obtain such .,n ordinary loss.
Section 166. Baddebts.:

This section corresponds to section I66 ofthe Hoiise bill, except:for
the elimination of subsection 166 (f) whi'c w~a.'desi'ied'to co6o' tihe
bad-debt provisions to the provisions of section 1035, relating to mort-
gage foreclosures, which has also been eliminated by your committee.

Subsection (a) contains the general rule for the treatment of bad
debts found in section 23 (k) (1) of. the 1939 Code. No substantive
change is made.

Subsection (b) adopts the provisions of sctiln 23 'i) of the 1939
Code with respect to the basis for determining loss from, bad debts.'

Subsection (c) permiit' a reserve for bad debts in' the discretion of the
Secretary or his delegate. Section 23 (k)(1) of the 1939 Code con-
tained the same provision..

Subsection (d) relating to nonbusiness bad debts of taxpayers other
than corporations incorporates provisions contained in section: 23
(k) (4) f the 1939 Code with ce'itaiti substantive changes. Nonbusi-
ness bad debts contmiue,'to be treated as short-term capital losses.
Two types of indebtedness are specifically'excluded'fro0 'the defini-
tion of nonbusiness bad debts. First debts which become worthless
in the course of the trade or business of the taxpayer, This is the
only tiype of indebtedness which wi' excluded from' the definition of
nonbusiness bad debt under existing law.I Scond, anydebt'WhIlh is
either created in the 'oouti of, the trade or busiesi of- the tapayer
or is acquired by him in the course thereof without regard to the rela-
tionship of the debt to a trade or business of the taxpayer at the ime
that the debt becomes worthless, shall not be .treatedas a nonbusiness
bad debt.: '.: ,: '",,-.. ,-. -: '.:-,-;,
The applicability of subseetion,(d), still depOendsupn th;,este_.

of a bona fide debt as distinguished from a t or a contribution to the
capital of the corporation. ;Once.i. is determined, that there is,
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bona fide debt, the d(I)t may be characterized as a business bad debt
under subsection (a) or a nonbusiness bad debt under (d) depending
on the circumstances.

Subsection (e) provides that debts evidenced by a security as defined
in section 165 (g) (2) (0) are not subject to treatment under the
section. As part of tihe rearrangement a general rule for treatment
of worthless securities is contained in section 165. The result reached
under that section is the same as the result reached under the 1939
code by excluding (lebts in section 23 (k) (4) and providing for the
treatment of worthless securities, as defined in section 23 (k) (3), and
in section 23 (k) (2).

Yoiir committee has added a new provision, subsection (f) relating
to tlhe tax treatment of guarantors of certain noncorporate obligations.
(This is a replacement of subsection (f) of the House bill, which related
to- mortgage foreclosures and was stricken by your committee.)

This subsection will allow a deduction from gross income for a loss
suffered by a noncorporate taxpayer through payment during the
taxable year of part or all of his obligation as a guarantor, endorser,
or indemnitor of a noncorporate obligation. In order to obtain an

ordinary loss, tho taxpayer must establish that the proceeds of the
loan were used in the trade or business of the borrower and that the
obligation of the borrower, to the person to whom the taxpayer made
payment in discharge of his guarantor's obligation, was worthless at
the time of such payment (without regard to the guaranty, endorse-
ment, or indemnityy. The term "guarantor, endorser, or indomnitor,"
includes not only those persons having collateral obligations as guar-
antors or endorsers but also those persons having direct obligations as
indemnitors.
The payment by the taxpayer of'such obligation will result in the

treatment of such payment as a debt becoming worthless during the
taxable year under the general rule of the section and all other rules
of the section (other than subsection (d)) become applicable. Thus
a taxpayer who makes only a partial payment in discharge of his
obligation as a guarantor (the other' portion of the orei-nil debt
having been collected from tile borrower),may treat such payment as
being within subsection (a) (2) if the taxpayer can establish that the
remaining obligation of thle borrower to the person to whom the tax-
payer makes payment was worthless at theo time of such payment.
O(tiler provisions of tlie code relating to bad debts, such as section 111
(relating to recovery of bad debts) will be applicable to the payment.

If the requirements of this section are not met, the taxpayer will,
as under present law, be treated taxwis-e under whatever provisions
of the code are applicable in the factual situation. However, if the
requirements are met, lie will obtain a deduction from ordinary income
and tlhe nonbusiness bad-debt rules of subsection (d) (treating the loss
as a short-term capital loss) will not be applicable.
Section 167. Depreciation -

This section corresponds :to section 167 of the House bill with
changes as hereinafter mentioned.

Subsection (a) is identical with the same provision of the House bill.
Subsection (a) of this section contains the same language as was con-
tained in the first sentence of section 23 (1) of the 1939 Code. Meth-
ods which have previously proved reasonable may continue to be used
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and other methods which prove reasonable may also be used under this
subsection.

Subsection (b) corresponds to the same provision of the House bill.
Subsection (b) provides methods which, for taxable years ending after
December 31, 1954, will be deemed to produce a reasonable allowance
for depreciation of property described m subsection (c) so long as the
useful life used in determining such allowance is accurate. Your
committee has struck the word "one" from the phrase "an allowance
computed in accordance with regulations prescribed( by the Secretary
or his delegate under one of the following methods:". This word was
deleted to make it clear that more thai one method may be used on
various property or classes of property of a taxpayer. For example,
a taxpayer may use the straight-line method of depreciation on build-
ings while using the declining balance method on machinery. The
methods described in subsection (b) are:

(1) The straight-line method-
Under this method, the cost or other basis of the property, less its

estimated salvage value, is deducted in equal annual installments over
the 'period of its estimated.. useful life. The depreciation deduction is
obtained' by divdiing the amount to be depreciated' by .the estimated
useful life. This may be expressed as a rate of depreciation computed
by dividing the estimated life into 1. The deduction per taxable year
may be arrived at by multiplying the cost or other basis (less salvage
value) by, the resulting rate...

(2) Declining balance method-
Under' this method a.' uniform rate is. applied to the unrecovered

basis of the asset. Since the basis is always" reduced by :prior deprecia-
tion, the rate is applied to a constantly declining basis. The salvage
value is not deducted from the basis prior..to. applying the rate- since
under this method at the expiration of useful life there remains an
undepreciated balance which represents salvage value. :/The rate.to be
used under this paragraph may never., exceed twice the rate, which
would have been used had the deduction been computed under the
method described in paragraph (1). Under section: 23 (1) of the
1939 Code the declining balance method was' allowed inmcertain
instances but., the rate was' generally limited' to 1' times of,- the
rate used under the straight-line meth6d.- If this method has!been
used for property acquired prior to December 31, 1953 it may con-
tinue to be used but the rate provided for in paragraph, (2) will not
be presumed to be reasonable with respect to such property.

(3) The sum of the.years-digits method.-
Your committee has added the sum of the years-digits method to

those methods provided in the House bill which will; be deemed to
produce a reasonable allowance, Under this, method the.aannual
allowance is computed by applying, a changing fraction to, the tax-
payer's cost of 'the property: reduced by the estimated salvage value.
The denominator of the fraction is the sum of the numbers represent
ing the successive 12-month periods in the estimated.life .f ,.the
property. arid the' numerator of 'which is, the niumnber, opf 12-month
periods,including that for which the allowance :is! beig comppu,
remaining in the' estimated useful life of the property, :This methMd
of' depreciation can best be illustrated iby an example.; A acquires
new property in 1964 which costs $175, has 'an estimated useful lifeof
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5 years and an estimated salvage value of $25. The depreciation
schedule for the asset will be as follows:

Fraction of
r cost less sil. Depieolatilon Total reserve Adjusted

v:ge $175-. deduction basis
25-150)

I............................................ 5'15 $O 5012ot
2.......................................... ..4/15 40 85
3 .................................... ...... 3/15 30 120 55
4...............--------------------------............................------------------2/15 20 140 35
5................................ 1/15 10 150 25Total......................... ............... ........150

I The dnomion ator of thle fraction is dotermlned by Addlng 1+2+3+4+5= 15.

(4) Other consistent methods-
Any other metliod consistently applied which will not, during the

first two-thirdls of the useful life of t e property, yield a greater de-
preciation reserve than would( liave been accumulated had the method
described in paragraph (2) been used. Your committee has added
tlhe qualification "during the first two-thirds of the useful life of the
)roperty" so as not to restrict unduly the use of multiple rate straight-
line methods and other methods which because of a small salvage
value accumulate a greater reserve for depreciation in the latter years
of an asset's life than would have accumulated automatically under
the declining balance method.
Your committee has added a hew sentence to subsection (b) to make

it clear that all methods which have been allowed in tlhe past will con-
tinue to be allowed. Those allowances which have proved reasonable
under section 23 (1) of the 1939 Code will, of course, continue to be
allowed.
Your committee has completely rewritten subsection (c). Sub-

section (c) defines the property with respect to which subsection (b)
applies. Subsection (b) does not apply to intangible property such as
patents, copyrights, and leases, etc. Your committee has eliminated
the word "personal" as leases are mec_.t to be excluded for allowances
provided for by methods allowed in subsection (b). The allowances
provided in subsection (b) shall apply only to depreciable property
with a useful life of 3 yearn ormore--

(1) the original use of which commences after December 31,
1953, and commences with (the taxpayer; and

(2) the acquisition, construction, reconstruction or erection
of which is made or completed after December 31, 1953.

Your committee has changed the requirement in the House bill
that tlhemethods provided by subsection (b) would be deemed reason-
able only for that part of the basis of property completed after De-
cember 31, 1053, which is properly attributable to the construction,
reconstruction, or erection after such date, to allow such allowances for
the entire cost of property completed, and first put into use after De-
comber 31, 1953. This new rule will do away with many difficult prob-
lems of allocation and many difficult questions of to what period are
various expenses attributable. Thus under this subsection property
construction of which began in 1953 and which was completed, in a

subsequent year would be eligible for. the allowances under subsec-
tion (b) when first put into use after December 31, 1953. The limi-
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tation was further applied to property with a life of 3 or more years
to prevent unreasonable accumulation of depreciation allowances in
the case of property with a relatively short life. Under the declining
balance method an asset with a 2-year life and thus a 50 percent
straight-line rate would be charged' off 100 percent in the first year
if this limitation did not apply. The reasonableness of depreciation
deductions for property completed and put into use prior to January
1, 1954 will be determined under subsection (a). However, with
respect to capital additions to such property or reconstruction costs
with respect thereto 'completed and put into use after December 13,
1954, an allowance tor depreciation computed under any of the
methods described in subxectiOln (b) will be reasonable.

Property which is described in paragraph (c) includes' property
acquired after December 31, 1953, but only if the original use of the
property is commenced with the taxpayer and is commenced after that
date. Thus such property must be noew in use, that is, never before
having been subject to depreciation whether or not' depreciation
deductions relating to such property were allowable. Thus if A
acquires title to at machine from the manufacturer after December 31,
1953, and puts it into use for the first time thereafter, the use: of the
methods described in. subsection (b) will result in allowances which will
be reasonable. However, if A buys a machine on January 2, 1954,
from B, who had used the machine prior to December 31, i1953, the
allowance resulting from the use of the methods described in subsec-
tion (b) will not be presumed reasonable inasmuch.as.the original use
of the machine does not commence .with A.' 'The depreciation allow-
ances with respect to previously.used, items will be computed under
subsection (a)' as they.were under the Internal Revenue Code of 1939.
If A purchases a machine which had been used prior to December 31,
1953, from the X company which had in 1954 taken the machine.as a
trade-in and reconditioned it, the allowances resulting from the use of
the methods described in subsection (b) will not be presumed reason-
able inasmuch as the original use of the machine had begun .prior to
A's acquisition thereof.

'A on January 2, 1954, purchases property for.$20,000 from B which
B had used as a personal residence prior to January, l 1954, A makes
a capital addition to the property at a cost of $5,000 and on July 1,
1954, A rents the property to 0. A depreciation allowance computed
under one of the methods 'described in subsection (b) will be presumed
reasonable for the $5 000 addition which is completed and put into use
after December 31, 'i953. Therefore, A may use with respect to the
$5,000 addition an allowance computed under the declining balance
method using 200 percent of the late which would have been used had
he used the straight-line method. On the $20,000 of cost, however,
A -may use only an allowance computed under.subsection (a), as thift
property was not newjwhen acquired by A. If A wishes to deprcciato
the total cost ($25000) as one unit the reasonablenespof the deprecia-
tion deductions will be determined under subsection (a). i
Assume in the preceeding example that A sells the house to D for

$21,000 at a time when the adjusted' b'asi of th' house is $12,000 and
the adjusted basis of the addition is $2,000. .The deductions resulting
from the use of methods provided by subsection (b) on either the house
or the addition will not be deemed reasonable inasmuch as D is not
the original user of either' the house'or the addition.

48OW.PO4*i 14
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Where the methods provided for in subsection (b) are availed of,
separate asset and depreciation records must be maintained for prop-
erty so depreciated. Thus, A, who had a storage tank which he
erected before January 1, 1954, erected another tank after December
31, 1953. A must maintain separate asset and depreciation records
for the tank erected before January 1, 1954, and for the one erected
after that dato if lihe desires to depreciate the new tank under sub-
section (b).
There need be no formal election to compute the depreciation allow-

anee un(ler the methods provi(lcd for in subsection (b). In order for
a taxl)ayer to use these methods, he need only compute depreciation
t.hlereunder for the first taxable year ending after December 31, 1953,
in which property described in subsection (c) is acquired.

In the case of item accounts, any reasonable method may be selected
for each item of property but must be applied consistently to that
item. In the case of group, classified, or composite accounts, any
reasonable method may be selected for each account and must be
applied to that account consistently thereafter.
A computation of the depreciation deduction under the declining

balance method on a group account may be illustrated by the following
example:
Example.--A maintains a group asset account to which he wishes

to apply the declining-balance method of depreciation. The average
useful life of the assets in this account is determined to be 5 years.
The appropriate straight-line depreciation rate is 20 percent. A uses
tlhe maximtin rate allowable under the declining-balance method, 40
percent. Six new-in-use assets are acquired July 1 of the first year at
a cost of $2,000 each, and are assumed to be retired one in each of the
third, fourth, sixth, and seventh years of service, and two in the fifth
year of service. The salvage values are shown in the table. A ac-
quires 5 additional assets in the fifth year at a cost of $2,000 each.
The group depreciation account is illustrated in the following table 1:

TABLE 1.-Group depreciation account-Estimated life 5 years (straight line rats
20 percent; declining balance rate 40 percent; retirements assumed at 3, 4, 5, 4, 6,
and 7 years)

Asset account Accumulated doprecla-
tto Net

dcpre-
Year Description Retire. Retire- cable

Original meetsAnnual merits Ti bal-
cost os. charge disp e..-siaBsI

(July 1)..... Acquhied 6 units at $2,000 $12,000 ........ $12,000 $2,400 ........ $2,400 $9,600
each.

2...........................................12,000 3,840................2 6,240 5,760
3. ........................................ 12,000 2,304 . .. 8,644 3,466
4 (June30)... Retired

I
unit: $200 sal .......... ,000 10,000 1, 342 1,800 8,088 1,914

5(Juno30)... Retired 1 unit, $200 sal........... 2,000 8,000 726 1,800 7,012 988
vae. e ,a(June30)... Retired 2 unIts, $400 sal.4000 4.000 816 8,600, 8,728 272
vage.

(July 1).... Aqured unlts, at$2,000 10,000 ........ 14, 00 0 .....-.... 6,728 8,272
each.

7 (June 30)... Retired I unilt,noalvage...........O.., 000 2,000...( 0.......... .37
... .....

oo4
....

8(June30)... Retired lun ltno saivage.. .......... 2, 000 10,000 3......... 6",W '

3,010
130 ........ 7,120 2,880

9.869604064

Table: Table 1.--Group depreciation account--Estimated life 5 years (straight line rats 20 percent; declining balance rate 40 percent; retirements assumed at 3, 4, 5, 5, 6, and 7 years)
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In the year of acquisition depreciation is taken for that portion of
the year tor which the assets are actually in service. In the example
above acquisitions in years 1. and 6 are assumed to have been put into
use on July 1, hence, only one-half of a year's depreciation is taken for
the first year.' Similar adjustment is made in the depreciation deduc-
tion upon retirement of assets where salvage is realized. On retire-
ment the asset account is reduced by the full cost of the asset and the
accumulated depreciation itccount is reduced by the full cost 'of the
asset less the amount realized as salvage.

It should be noted that in the year that the last survivor of the year 1
acquisitions is retired (year 8), an additional depreciation deduction
of $130 is allowed equal to the unrccovered cost of the year I acquisi-
tions.
Only a taxpayer who maintains subsidiary depreciation records by

year of acquisition, in addition to the group account, will have suffi-
cient information to determine (1) the year in which the last survivor
of a given year's acquisitions is retired and (2) the unrecov6red cost
of that year's acquisitions. These subsidiary records may be illus-
trated by the two tables below. Table 2 shows the year 1 assets and
table 3 shows the year 6 acquisitions. These same principles apply
to both composite and classified accounts:

Depreciation account-estimated life, 5 years
TABLE 2.-YEAR 1 ACQUISITIONS

Asset account Accumulated depreciation
:
----- ..Net

Year -Retire. -Ret-
Cost mnats Annualments Baance balanceCost AmendBalance TnT B e la^bland charge and

disposals disposals

1 (July 1)...................... $12,000 ...- ....... 1$i2,000 $2,400 .......... $2,400 ' $9, 000
2..... ..... .... ... , 3,40....... ..... 6,240 6,760
8 .............................. 0 2,304 .... ..- 8, 644 3,456
4 (July 1) ................................ $2,000 10,000 $1,800 3,086 1,914
6 (July 1)......... ........ .......... 2,000 . 8,000 1,800 ',012 988

1086 (July 1) ......... ..... ........... 000 4000 3,600 72 272
7 (July i)....... ::............... 2,000 2,000 109 2,000 1,837 163
8 (July ............. ........ 2,000 .......... 33 2,000 -130 130
8 (Dea. 31 unreeovered balance,
additional depreciation) .................... .......... 130 ..... ........... ..........

TAJ3LE 3.-YEAR 0 ACQUISITIONS

Asset account Accumulated depreciation
---- ------- ------. Net

Year Retire- Rotir . depre
Cosments Annual ments ~ cableot tBalanceBelb^^ ^ost and disa- Ban c harge and diS-. a baln
p.osals posa

6 (July 1) ...................... $ .......... $10,000$2...,$210,002,0.......... 2 , 000
7. .-. . ...-...- . 10,000 3,200 .......... 5,200 4,800
8...... . ....................... 7,120 2,880

Subsection (d) is-identical with the same provision of the House bill.
Subsection (d) provides for specific agreements of a binding nature

between the Secretary or his delegate and a taxpayer. It provides

9.869604064

Table: Depreciation account--estimated life, 5 years
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that any time after the date of enactment of this act, under regulations
prescribed by the Seclrtary or his delegate, a written agreement
between the Secretary (or his delegate) and the taxpayer may be made
specifically dealing with the useful life and the rate of depreciation oi
any property. Such an agreement shall be binding on both parties
until such time as facts and circumstances which were not taken into
account in making the agreement are shown to exist. The party
wishing to modify or change the agreement shall have the responsi-
bility of establishing the existence of such facts and circumstances.
A change in the useful life or rate specified in such agreement shall be
effective only prospectively, that is, it shall be effective beginning with
the taxable year in which notice of the intention to change, including
facts and circumstances warranting the adjustment of useful life or
rate is sent by registered mail by the party proposing the change to
the other party.
Your committee lias deleted subsection (e) of the House bill as

present administrative action has relieved the problem of minor
disagreements as to useful life of property. Recent rulings of the
internal Revenue Service have prescribed that adjustments to depre-
ciation deductions will only be made when there is a clear and con-
vincing basis for such a change. -
Your committee has added a new subsection (e) which provides

that, in the absence of an agreement made under subsection (d)
providing to the contrary, tilhe taxpayer may under regulations pre-
scribed by the Secretary or his delegate change from the declining
balance method to the straight-line method of computing the depre-
ciation deduction. The taxpayer must, of course, at the time of the
change estimate a realistic. salvage value and useful life. All changes
in depreciation method are changes in accounting method under
section 446 (e) and, therefore, will require the consent of the Secretary
or his delegate.
The change in method provided by this subsection, however, may

be made at any time, under regulationsr without such permission.
Except for property beingg depreciated in item accounts the taxpayer
must maintain subsidiary depreciation records by year of acquisition,
in addition to his group or composite account in order to have suffi-
cient information to make such-a change to a year's acquisitions.

Subsections (f) and (g) are identical to those provisions of the House
bill. Subsection (f) corresponds to section 114 (a) of the 1939 Code.
Subsection (g) corresponds to the second and third sentences of sec-
tion 23 (1) of the 1939 Code. No substantive changes are made.
Your committee has substituted the word "additional" for the

word "special" in subsection (h) of the House bill. This subsection
contains a cross-reference to section 611 for additional rules for
depreciation of improvements in the case of mine, oil and gas wells,
other mineral deposits, and timber. Mine improvements may, of
course, be depreciated under this section.
Section 168. Amortization ofemergency facitieW

This section, except for a conforming change, corresponds to section
168 of the bill as it passed the House, corresponds to section 124A of
the 1939 Code. No substantive change is made.

206



INTERNAL REVENUE CODE OF 1954

Section 169. Amortization of grain storage facilities
This section, which is identical with section 169 of the bill as it

passed the House, corresponds to section 124B of the 1939 Code. No
substantive, change is made.
Section 170. Charitable contributions and gifts

This section corresponds to section 170 of the House bill. It con-
solidates section 23 (o) of the 1939, Code, relating to charitable con-
tributions by individuals, section 23 (q) of the 1939 Code, relating to
charitable contributionsby corporations; and section 120 of the 1939
Code, relating to the unlimited deduction of charitable contributions
by individuals.

In addition to consolidation, section 170 of the bill contains the
following substantive changes:

Subsection (b) (1) (A) provides a now special rule which increases
the permissible maximum allowable as a deduction by individuals for
charitable contributions from 20 'percent of adjusted gross income
under the 1939 Code to 30 percent under the bill, provided that at
least 10 percent of the gifts and contributions are madeito organiza-
tions specified in clauses (i), (ii), and (iii). It is to be noted that such
charitable contribution must be paid to.the organization. and not for
the use of the organization. Accordingly, payments to a trust (where
the beneficiary is an organization described in said clauses (i), (ii),
or;(iii)) are not included under this specialrule.
Under the House bill, the three types of organizations specified in

subparagraph (A) are (i) a church, a convention or association of
churches, or-a religious order; (ii)aon educational organization referred
to in section 503 (b) (2) of the bill; ahd,(iii) a hospital referred to in
section 503 (b) (5). Your committee has amended subdivision (i) by
striking the words "or a religious order".' Your committee under-
stands that church to some denominations includes religious orders as

well as other organizations which, as integral parts of the, church, are
engaged in carrying out the functions of the church whether. as civil
law corporations or otherwise. It is believed that the term "church':'
should be all inclusive To retain the phrase "or a religious order"
in this section of the bill will tend to limit the term and may lead to
confusion in the interpretation of other provisions of the bill relating
to a church, a convention or association of churches. Accordingly,
your committee; believes thatthe section of the bill will be clarified by
this amendment. u- d .im
The term."hospital" in subdivision:(iii) doesnot include medical

educationand research 'organizations referred toin section 503 (b) (5).
The general rule of 20-percen limitationoon charitable contributions

by individuals underexisting law is provided in subsection (b) (1) (B).
However, 'for the purpose of computing the limitation of 20 percent of
the individual's adjusted:gross income,.there shall not. J-e taken; into
account anyamount allowed' as aded auction under. the special rule of
subparagraph(A): Thus the' new: maximum for'charitable ntribu-
tions byindividuals maybe'30; pe nt? as contrastedwith 20'perent

underthie 1939Co de. For example: if an individual pays a citable
contribution amounting to1i0 percent ofhi-s adjusted :c-in onie
an educational organization described in clause (ii) bfslibsection
(b)(i) (A), and also pays a charitablecontribution' amount'go 20
percent t of his adjusted gross. incometo aio rganiza'ion quafyi
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under subsection (c), such individual will be allowed a deduction total-
ing 30 percent of his adjusted gross income.

In the case where an individual pays charitable contributions to
organizations specified in subsection (b)- (1) (A) in excess of 10 per-
cent of his adjusted gross income, such excess shall be taken into
account and allowed as a deduction subject to the general limitation
of 20 .percent. For example, if all individual pays a charitable con-
tribution of $2,000 to a university and $1,200 to an organization not
described in subsection (b) (1) (A), and if such individual's adjusted
gross income is $10,000, then the deduction allowed under section
170 (a) would be $3,000. The first $1,000 paid to the university is
allowed under the special rule of limitation of subparagraph (A).
However, the second $1,000 is taken into account under subparagraph
(B) with tlhe $1,200 paid to the organization not described in sub-
paragraph (A); by applying the 20-percent limitation of subpara-
graph (B), only $2,000 of the $2,200 is allowed as a deduction.
Your-committee has slightly revised the wording of section 170

(b) (1) (A) to insure that the additional contributions allowable under
that subparagraph may not in the aggregate exceed 10 percent of the
taxpayer's adjusted gross income, and to eliminate any 'possible
construction which would permit a deduction (over and above the 20
percent allowed under the general limitation) for several contributions
to organizations in the special categories to the extent that the
contribution to no one church, college, or hospital exceeded 10 percent
of adjusted gross income. .

Subsection (b) provides that the net operatingloss carryback shall
not be taken into account in computing (1) adjusted gross income for
the purpose of applying the 20-percent limitation uponi individuals;
(2) adjusted gross income for the purpose of applying the new 10-
percent special rule allowing individuals deductions for contributions
to specified recipients; (3) taxable income for the purpose of apply-
ing the 90-percent rule of unlimited deduction for certain individuals;
or (4) taxable income for the purpose of applying the 5-percent limi-
tation upon corporations.
Subparagraph-(b) (1) (0) would change the period in which the

90-percent test must be met in order that an individual qualify for
unlimited deduction. Thle period prescribed herein is the taxable
year and 8 of the 10 preceding taxable years, as distinguished from the
taxable year and each of the 10 preceding taxable years under existing
law, and the taxable year and 9 of the 10 preceding years under the
House bill.
For the purpose of applying the 5-percent limiitiion-upon corp.ota-

tions, taxable income is computed without regardio (1) specialeduc-
tions for corporations (sees. 241 to 248), except the deduction for organ-
izational expenditures under'section 248, and (2) the special deduction
for Western Hemisphere trade corporations (sec. 922); since those
deductions were credits against net income under the 1939' code.
Subparagraph (b) (1) (0) provides that the deductions for personal

exemptions` shall not be taken into account in computing taxable
income for the purpose of the 90-percent rule for unlimited deduction.
This provision represents no6 change from' section 120 of the, 1939 code
since the personal exemption is therea credit against net income.

Subparagraph (b) (:1) (D) is'i new provision added on the floor Of
the House which denies a deduction for certain charitable contribu-
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tions or gifts which represent interests in property transferred after
March 9, 1954, to a trust. This paragraph operates if the grantor
has a reversionary interest in the corpus or income of that portion
of the trust with respect to whieh a deduction would otherwise be
allowable and the value of the reversionary interest exceeds 6 percent
of the value of the property constituting that portion of the trust.
The reversionary interest may consist of a provision requiring the
return of the trust corpus to the grantor after a period of time or it
may consist of a power exercisable by the grantor or a nonadverse
party to revest the property in the grantor at a future date., Thus,
if agrantor of a trust transfers $100,000 in trust to pay the income to
X University for a period of 5 years and to return the corpus to'the
grantor or his estate at the end of such term, no deduction under
section 170 is allowable with respect to the value of the income
interest transferred for the benefit of X University since the value
of the grantor's reversionary interest exceeds $5,000 (5"percent of
the value of the 'trust property).

Subsection (c) defines the term "charitable contribution" as a:con-
tribution or gift to or for the 'use of certain public or charitable
organizations listed in paragraphs (1) to (4), inclusive.' The clhssifi-
cations correspond to those in paragraphs (1), (2, (4),' and (5) of
section (o) and'paragraphs (1), (2); and (3) of section 23 (q). How-
ever, certain minor changes are made from existing law in order that
obsolete material may be eliminated clarification attained, and uni-
formity effected with respect to the types of' contributions allowed as
deductions by individuals and corporations .

.

Paragraph (1) of subsection (c) applies to contributions to or for
the use of a state territory,, or possession of the UhiitedStats or any
politicalsubdivision thereof, or the Unite'd Stats ori theo District of
Columbia. This provision corresp6nds'to section 23 (o) (1) and sec-
tion 23 (q) (1) but adds a political subdivision or a possession of the
United States as a unit to which 'a deductible contribution may be
made.'

Paragraph (2), corresponding to section 23:(o) (2) and 23(q) (2)
of existing law, provides that the term "charitable contribution"
includes' a gift to or for the useof a corporation,trit, orcommunmy
chest, fund orfoundation organized and operated for certain speci-
fically listed charitable,etc,pirposeI. Subpararaph (c)(2)r(B)
lists among the purposes for which 'the contribution niimayt 'nade
that of theprevention of cruelty to animals. Thisis consistent with'
section 23(o) (2) applicable to individuals but is notincluded in
section 23(q)"(4) 6f existinglaw: Subparagraph (c) (2) (B) also
differs from existing law in eliminating the purpose of veteran'
rehabilitation services. ,:
Under the Housebill subparagraph (c) (2), (B)a so provides f

the deduction of4 contribution to a corporation, trustcommit
chest, etc. 'for the benefito f any goven'refnt erredtoin:, paragraph
(1). This provision, which is not contained in existing law, has bee
omitted d yyouto mmittee. ,..,-:

Paragraph (3) relates contribution st apost oo roxgaiiztio nuf
war veteran orai 'au'xiiirnit'rs oietyoorust orfounai,,'
for, anypcst

or'o on w<Thisproviion' 6 spo
section23t (o) owandse ction23 )"(3) of' .tii1aw but ilido
inexplicit terms '(not 'con:ainedia sectioii 23 (o) (4))'that an elgib1
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recipient may be a trust or foundation for posts or organizations of
war veterans. A contribution to organizations under this paragraph
may have as its purpose the rehabilitation of veterans and qualify for
the deduction oven though such purpose is eliminated from sub-
paragraph (c) (2) (B).
Your committee has added a new paragraph (5), to permit a

deduction for contributions to certain cemetery companies. Such a
company must be owned and operated exclusively for the benefit of
its members, i. e., lot owners who hold such lots for bona fide burial
purposes and not for purposes of resale. Some States permit the
incorporation of cemetery companiesI and; accordingly, an additional
class of cemetery company qualifying hereunder is a corporation
chartered solely for burial purposes as a cemetery corporation and
not permitted by its charter to engage in any business not necessarily
incident to that purpose.
A corporation will-not qualify under this paragraph if any part of

its net. earnings inure to the benefit of any private shareholder or

inlivildual or if it is operated for profit. No company, whether
incorporated or not, shall qualify hereunder if its operations or any
nlrtthereof are not such as are necessarily incident to burial purposes.
Section 23 (o) (3) of the 1939 Code relating to the special fund for

vocational rehabilitation authorized by section 12 of the World War
Veterans' Act, 1924 (43 Stat. 611; 38 U. S. 0. 440) has been deleted
since this fund is no longer in-existence, while sections 23 (o) (6) and
(q) (4) relating to contributions to the United Nations have been
deleted as having expired by their terms on December 2, 1947.
Section 171. Amortizable bond premium

This section corresponds to section 171 of the House bill and to
section '125 of the 1930 Code providing a deduction for the amortiza-
tion of bond premium by the obligee of a bond.
Under existing law the premium may, at the election of the taxpayer,

be amortized to maturity, or to .the date on which the bond is first
callable. Thus, in the case of a $100 bond which is purchased for
$110 arand which is callable at $105 on 30 days' notice that part of the
premium which represents the differences between the purchase and
the call price may be amortized in a single year-

Section 171:(b) (1) (B) of the House bill provides a limitation on the
righttbo amortize the bond premium to the earlier call date. Under
this limitation if the earlier call date is a date not more thari three!
years after the date of issuance: of the bond the premium must be
amortized to the maturity date of the bond rather than to the earlier
call date. This provision is made applicable only with respect to bonds
issued after January 22, 1951, and acquired by the taxpayer after
January 22, 1954.
Your committee has made certain amendments with respect tot the

limitations contained in the House bill:.-In the firstplace the require-
ment for amortization to maturity is limited to fully taxable bonds
so that there is no change from existing 'law with respect to wholly or

partially tax-exempt bonds. In additionyout committee has added
an amendment to section 171 (b) (2) relating to the computationiof
the amor;tizable bond premiumof-, pt ar taxable year. Tis
amendment would have the effect of permitting a taxpayer whose bondfails within the restrictions in the parenthetical portion of section 171'
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(b) (1) (B) and which is actually called in the taxable year to deduct
the remaining unamortized bond premium in the year in which the
bond is called. The deduction cannot exceed an amount equal to the
excess of the adjusted basis of the bond as of the beginning of the
taxable year over the amount received on redemption (or theo'amount
payable on maturity if greater than the redemption price). The effect
of this amendment may be illustrated as follows: If a wholly taxable
bond issued on January 1, 1954, and acquired by the taxpayer on
January 1, 1955, at a price of $109 matures in 10 years from the date
of issue (9 years from the date of acquisition) but is callable at $105
on 30 days notice, section 171 (b) (1) (B) requires that the bond be
amortized to maturity, that is, at the rate of $1 per year. If the bond
is called on December 31, 1956, for $105 that part of the unamortized
premium (exceeding the call price) or $3 .($4 premium paid by the
taxpayer less $1 deducted in the year 1955) may be deducted for the
year 1956.
Your committee has also amended section 171 (d), containing the

definition of a "bond" for purposes of section 171, by eliminating the
requirement that the instrument must have attached interest coupons
orbe in registered, form. .-

The House bill contains two minor changes in subsection (d) (2)
relating to the manner and effect of an election to amortize. Section
125, (c) of existing law specifically provides that 'iithecase of.a member,
of a partnership the election with respect to bonds of the partnership
shall be exercised only by the partnership. This provision has been
eliminated in the bill since it duplicates thIe general rule with respect
to partnership elections contained. in section 703 (b).. Also, a new
provision with respect to the election.has been added stating that in
the case-of bonds held by an estate or trust the election shall be exer-
cisable only by the fiduciary.' This rule is implied in section 163 (c)
of existing law. Your committee has not made any changes in these
provisions of the House bill.
Section 172. Net operating loss deduction

This section correspond 'to: section 172 of the House bill and relates
to the net operating loss dedUction. The not operating loss'provismons
have beet reIwritten both for purposes of clarity and also to incorporate
several major substantive changes
The first ofothe substantive changes is to extend the net operating

loss carryback from i year to 2 years. The :House bill mak es'this
change applicable with respect to a net operating loss for any. tax-able
year beginning after December 3t '1953. Your cornmitte& recom-
mends that this be changed so that the new provisions will 'beappi-!
cable witl respect to' a 'net operating loss 'fo6 aiytaxable 'yeam qendin'g
after December 31, 1953. The present 5-yearcarryovoer isret-aiined
As under present law, a not operating loss must first be carried to the
earliest year to which such loss may be carried, then to the:next earlieCt
year, etc. .. ,

/ ;.
The second major change modifies tie method of'computi!tte:

amount of the net opeiratg 1o04Un.der preeit law,: certain just
ments are made in arriving'at the amotint <det:inrned toi behtInet
operating loss, Thus, adjustments'are rde foranytieempt
interest received byhthe taxp:ayr,theexcess of peicontage or'disc" e-ry
depletion over cost depletion, 'te excess'of nontrade or nbnbusine
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reductionss of taxpayers other than corporations over gross income
from other sources, the excess of capital losses of taxpayers other than
corporations over capital gains, and the deduction with respect to
long-term capital gains for taxpayers other than corporations. In
effect, all these adjustments serve to reduce the amount of the loss
which may be carried to ano theiryear F hermore, in determining
thle net operating loss for any year, such determination is made with-
out regard to not operating losses of other years.
Under the revised provisions, no adjustment is made with respect

to tlhe receipt of tax-exempt interest. Furthermore, your committee
recommends that the House bill be amended to provide that no
adjustment shall be made with respect to the excess of percentage or
discovery depletion over cost depletion. Thus, the receipt of tax-
exempt interest will no longer servo to reduce a net operating loss.
Similarly, tlhe taxpayer would be allowed to take into account its
full (ledliction for depletion, determined on either the percentage or
discovery method, in completing hlis not operating loss and would
not lbe limited to cost depletion. Furthermore, your committee
recommends that the House bill be amended to provide that a cor-

poration shall be allowed to include in its net operating loss the deduc.
tions for dividends received by corporations, for dividends received
on certain -preferred stock of public utilities, for dividends received
from certain foreign corporations, and for dividends paid on certain
preferred stock of public utilities. Each of these latter deductions
is allowed as a credit under present law and is not includible in com-
puting a net operating loss.
Under present law, essentially the same adjustments that are made

in computing a net operating loss for a year, with the exception of the
one relating to nontrade or nonbusiness expenses, are likewise made
in the year to which a loss is carried bcfo're- such loss may be applied
against taxable income. Thus, if a 1953 loss were carried back to
1952 to be applied against 1952 income, aiiy excess of percentage
depletion over cost depletion with respect to 1952 in effect would
first be used to reduce tile 1953, loss carryback before it could be
applied as a deduction against i952mincome. In addition, present law
provides, in the case of a corporation, for a similar adjustment in the
year to which the loss is carried for the dividends-received creditWin
that year. The loss carrybaick in effect thus is likewise reduced by
the portion of the intercorporate dividcnds'ereceived 'tax-free before
such loss is applied against- taxable income. Under the revised pro-
visions, however, no adjustments are made in the yearto which thie
loss is carried prior to computing the amount of the net operating
loss deduction, The net operating loss dcductio'nthus will be simply
the sum of all the net operating loss carryovers and all ithe net dperat-'
ing loss carrybacks to the taxable year. .Certain adjustments (not
including any adjustment for tax-exempt interest or for percentage
or for cost depletion) will have to be made, however, in determining
the income for any year which must be subtracted from a net operating
loss to determiine iteportion of suchloss which will still be available
to carry.t a sublequentyear. . .

"

A further substantive change will permit t~ipayers 6ther than'
corporations who sell a business or certain businessassets i effect to
include any loss sustained on the sale of such business or business
assets as part of a net operating loi for the year of the sale. (Corpora-
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tions are entitled to this treatment under present law and under this
section.) Thus subsection (d) (4) (A) will overrule the decision in
Joseph Sic v. Commissioner (10 T. C. 1096, 177 F. (2d) 649 (OA-8),
certiorari denied, 339 U. S. 913),, and similar cases, which held for
example, that a farmer who sold his farm at a loss could not include
such loss as part of his net operating loss. The cases indicated that
such loss was a nonbusiness loss since the taxpayer was not in the
business of selling farms. The new provisions will reach the opposite
result.

Additional language in the revised section, subsections (d) (3) and
(5), has been added to retain the same result as present law in view
of the change of personal exemptions and certain corporate credits
to deductions.
A new subsection (d) (6) has been added by your committee with

respect to the computation of the deduction for, dividends received
etc. In computing the net operating loss itself, the deductions allowed
by sections 243 (relating to dividends received by corporations), 244
(relating to dividends received 0on certain preferred stock of public
utilities)? and 245 (relating,to dividends received from certain foreign
corporations) shall be computed without regard to the limitation pro-
vided in section' 246 (b), and the deduction 'allowed by. section 247
(relating to dividends paid on certain preferred stock of public utili-
ties) shall be computed without regard to section 247 .(a) (1) (B). In
determining the income for any year which must be subtracted from a
net operating loss to determine the portion of such loss which will still
be available to carry to a subsequent year, however, the deductions
allowed by sections 243, 244, and. 245 shall be computed by -taking into
account the limitation provided in section 246 (b) and the deduction
allowed by section 247. shall be computed by taking into account
section 247 (a) (1) (B),
Your committee has inserted a new subsection (f) with respect tptaxable years beginning in 1953 and endingin 1954. The net operating

loss for any such taxable year shall not be the amount computed under
section 172 (c) but shall be the sum of (1) that portion of the net
operating loss for such taxable year computed under section 172. (c)
which the number of days in such taxable year after December 3i,
1953, bears to the total number of daysin such year, and (2) that
portion of the net operating loss for suh year computed under section
122 of the Internal Revenue Code of 1939 as if section 172 of this bill
had not been enacted which the number of days in the loss year before
January 1, 1954, bears to the total number of days in such year. The
amount of any net operating loss for any such taxable year which shall
be carried to the second preceding taxable y6ar shall be the amount
which bears the same ratio to such not operating loss as the number of
days in the 10ss year after December' 31, 1953, bears to the total
number of days in such year. In determining the income'-for such
second preceding 'taxable year which must "be subtracted from such
net operating loss to determine th'e portion of such loss which will still
be available to carry' to a subsequent year;!such- income for such
second preceding taxable year shall not exceed the portion of the net
operating loss which may be carried to such second preceding taxable
year... . , ^ .

In view of the changes made it- was necessary to prbvid.e rules as
to how net operating losses sustained in taxab e years ending after
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December 31, 1953, and subsequent years, anci the resulting carry-
backs, should be computed when carried back to pro-1954 years, and
how losses sustained in taxable years ending prior to January 1, 1954,
and the resulting criryovers, should be computed when carried over
to 1954 and succeeding years. The rules provided in subsection (e)
thus indicate that the amount of a loss sustained in the calendar year
1953 shall be computed inder the 1939 Code but adjustments to such
loss in 1954 and succeeding years to which tile loss which has been so
computed, is carried shall be made under the 1954 Code. Likewise,
the amount of any loss sustained in the calendar year 1954 will be com-
puted under the 1954 Code, but any adjustments to such loss when
carried back to 1952 or 1953 will be made under the provisions of the
1939 Code.
Subsection (g) sets forth the transitional rules necessary in deter-

milning how many years a loss may be carried back and carried over.
Your committee, however, has amended the subsection to coriform to
the fact that the House bill is applicable with respect to not operating
losses for taxable years beginning after December 31, 1953, whereas
your committee has recommended that the new provisions be' made
applicable to net operating losses for taxable years ending after De-
cember 31, 1953. Thus, the determination as to how many years a
net operating loss sustained in a taxable year ending prior to January
1, 1954, may be carried shall be made under the 1939 Code; such
determination for a net operating loss sustained in any taxable year
ending after December 31, 1953, shall be made under the 1954 Code.
Subsection (g) likewise provides, for example, that in computing the
1952 income which is to'bo subtracted from a 1954 not operating loss
to determine the portion of such loss which may be carried back to
1953 or carried over to a subsequent year, such 1952 income shall be
either the amount computed under the provisions of the 1939 Code
or the portion of the 1954 net operating loss which may be carried
back to 1952, whichever of such amounts is the smaller.

Finally, subsection (g) (3) in effect provides that the substantive
changes previously noted shall not affect the excess-profits tax. For
example, a net operating loss sustained in 1954 will-affect only 1953
so far as the excess-profits tax is concerned, but will have no effect on
the 1952 oxcess-profits tax. A 1954 loss will be computed and ad-
justed for excess-profits tax purposes as if no changes had been made
by this section and as if section 122 of the 1939 Code continued to
-apply to taxable years ending after December 31, 1953. A loss sus-
tained in 1955 will have no effect whatever on the excese-profits tax.
Section 173. Circulation expenditures

This section corresponds to section 173 of the House bill and to
section 23 (bb) of the 1939 Code. In the House bill, the section was
rearranged and reworded but no change of substance was intended
(H. Rept. 1337 p. A57). However, in order to avoid any possible
question as to the substantive effect of the rearrangement, your com-
mittee's amendment would substitute the provisions of existing law.
Section 174. Research and experimental expenditures

This section corresponds to'section 174 of the bill as it passed'the
House. It is a new provision relating to research and experimental
expenditures paid or incurred in itxable years beginning after Decem-
ber 31, 1953. A taxpayer may (1) treat such ex'penditnes as deduct.
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ible expenses under subsection (a), or (2) elect to capitalize such
expenditures and take advantage of the amortization provisions of
subsection (b).
Of course a taxpayer who does not elect to treat research and

experimental expenditures under the methods provided for in this
section may capitalize the full amounts thereof.

Subsection (a) provides the general rule that research and experi-
mental expenditures paid or incurred during the taxable year in con-
nection with a trade or business may be treated as expenses not
chargeable to capital account and deducted in such taxable year. A
taxpayer may adopt this method for treating research and experi-
mental expenditures without the consent of the Secretary for- the first
taxable year in. which such expenditures are paid or incurred and
which begins after December 31, 1953, and ends after the date on
which, this bill is enacted. He may adopt this method at any time
with consent.
Once adopted, the method must be adhered'to for the taxable year

and for all subsequent taxable years unless a charge to a different
method is authorized by the Secretary or his delegate with respect
to part or all of such expenditures. Although a taxpayer may have
adopted the method of treating research and experimental exp6ndi-
tures as expenses, he may request an authorization to capitalize
research and experimental expenditures-attributable' to a special proj-
ect. Such capitalized expenditures would" be deprei'dble over the
determinable useful life of the property or amortizable undoi subsec-
tion (b). Thle authorization with respect t the specialproject would
not affect the method acopted withrespect to th'e taxpayer's regularly
incurred research and experimental expenditures.

Subsection (b) provides for thi amortizatinof 'research and experi-
mental.expenditures ,pi.d or incurred in connection with'the taxpayer's
tradeor business which are capitalized'andi hot treated as expenses
under subsection -(a),,]fthe property resulting from the research and
experimental expenditures' has no determinable usefili life, subsec-
tion (b) permits the amortization of such exponditiires'over a period
of not less 'than 60 months as selected by the taxpayer (beginfihng with
the month in which the taxpayer ,.first realizes btinefits from such
expenditures). If the-property resulting from th¥esa'srch and oxperi-
mental 'expenditures has t determiinable useful life, sUtbsetion (b)iL
inapplicable and the capitalized expenditures must be amortizedov;t
such determinable useful' life'. The committee -amenm1ient to this
subsection is to mako it clear that the expenditures created as deferred
expenses are to be added to the. basis of the property under section 1016
(a) (1). (See sec. 1016 (a) (i4) for subtractions from basis on account
of amounts allowable as deductions as deferred expenses under sec.
174(b)).
The election to treat research and experimental expenditures a

deferred expenses and to am6rtiztleim 'may be made forany taxable
year beginning after Decenibri3'.:953, but '6ry it made not later
than the time prescribed for fiiii'the return for' thi taxakale^':ear
includingg extensions teeieof)in whichtheexefdit\ii arep&id &r
incurred. Once elected, thetiet'hod- andthe period ld s dytih
taxpayer, tmiust be adhered to f&o the taxable: year forw;tich the
electionis'mads and for all subsequent xable years unless a chiih
to-a different method (or' a different period) is authorized with
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respect to part or all of the research and experimental expenditures
by the Secretary or his delegate.

Subsection (c) excludes from the applicability of the methods
provided in subsections (a) and (b) any expenditure for the acquisi-
tion or improvement of land, or for the acquisition of property to be
used in connection with the research and experimentation and of a
character which is subject to the allowance for depreciation, etc.
(see. 167) or the allowance for depletion (sec. 611). However,
such allowances under sections 167 and 611 shall be considered as
research and experimental expenditures which may be deducted under
subsection (a) or amortized under subsection (b).

Subsection (d) further excludes from the application of this section
any expenditure for the purpose of ascertaining the existence, location,
extent, or quality of any deposit of ore, other mineral, oil, or gas.
The treatment of such expenditures excluded from the application of
this section is subject to determination under other applicable provi-
sions of the hill which. are substantially the same as existing law.
Section 175. Soil and water conservation expenditures

This section, which corresponds to section 175 of the House bill
is intended to provide statutory rules under which taxpayers engaged
in tlhe business of farming may deduct certain expenditures for the
purpose of soil or water conservation in respect of land used in farm-
ing or for the prevention of erosion of land used in farming..

Subsection (a) like the comparable section of the House bill, states
the general rule that such expenditures, as later defined, may be treated
as expenses not chargeable to capital account and, under such treat-
Ient., shall be allowed as. a deduction. Your committee has added
language to make clear that the intent is to allow deductions only
where the expenditures for soil and water conservation and for the
prevention of erosion of land are made in respect of land used in
farming.

Subsection (b) provides a limitationon the amount of such expendi:
tures otherwise deductible. This limitation prevents the deduction
in any one taxable year from exceeding 25 percent of the gross income
derived from farming during the taxable year. Any' excess over the
25 percent figure will, however, be deductible in succeeding years in
order of time, subject always, however, to the 25-percent limitation in
any later taxable year. The amounts so carried over may be con-
tinued without limit in time until used up. In any single succeeding
taxable year any amounts carried from preceding taxable years,
applying the earliest year first, 'will be first deductible in arriving at
the 25-percent limitation for such year prior to deduction of any
amount expended during such year.
The IHouse bill contained a provision (subsec. (b) (2)) which re-

quired any amount in excess of. the 25-percent limitation to be added
to basis, with a reducing adjustment made in any suicceeding taxable
year in which some part of the carryover was permittedTasa deduction
under subsection (b) (1)'. Your committee has omitted this provision
as requiring unnecessarily complicated records, so that under the bill
as amended a taxpayer electing thebenefits of6 this section will never
adjust basis as a result of expndjtiiri s for soil and waterorconration
deductible under the section. Of,course,any' amount ialowable as a
deduction under this section, either in the year of expenditure or in a
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year to which carried, in a year producing a net operating loss will
become a part of the loss and be eligible to be carried back 2 years and
forward 6.
The phrase "gross income from farming" means the gross income

of the- taxpayer from the production 'of' crops, fruits or other agri-
cultural products or from livestock and includes such income from a
farm other than the one on which expenditures for soil and water
conservation or for the prevention of erosion.
Subsection (c) defines certain of the terms used in the section. Sub-

section (c) (1) defines the term "expenditures which are paid or in-
curred by him during the taxable year for the purpose of soil or water
conservation in respect of land used in farming, or for the prevention of-
erosion of land used in farming." Under the definition the term means
expenditures (a) for the treatment or moving of earth, including but
not limited to leveling, grading, terracing contour furrowing, (b) the
construction, control, and protection of diversion channels, drainage
ditches, earthen dams, watercourses, outlets, and ponds; (c) the eradi-
cation of brush; and (d) the planting of windbreaks, Your com-
mittee has modified the language of the. House. bill slightly to make
clear that the words "construction, control, and -protection" govern
all the types of activities enumerated thereafter in that phrase.

Subsection (c) (1) also makes it clear that expenditures for the pur-
chase, construction, installation, or improvement of structures, ap-
pliances or facilities which are of a character subject: to' the allowance
for depreciation, may not be deducted under this section. Language
added by your committee makes certain that expenditures for earthen
dams, if such items are not- depreciable, may- be. deductible under
section 175. Subsection (e) (1) also denies the benefit of the section
to any amount which would be allowable as 'a deduction under any'
other section of the law.
Your committee has also added language which will make deductible

under the section any expenditure to satisfy any part of an assessment
levied by a soil or water conservation district in order to defray ex-
penditures made by such district. This provision is to 'apply only to
such portion of such an expenditure by the taxpayer as is not allowable
as a deduction under any other section and which defrays expenditures
by such a district whicli if made by the taxpayer, would constitute
an allowable deduction under 'the section. Thus; such a district
may levy an assessment- of $1,000 during the taxable year which
represents the taxpayer's allocable share of expenditures made by the
district in the following proportions: $600 for digging of natural
drainage ditches' $20 'for ai.ounts otherwise'deductible under section
164 (b) (5) and $250 for 'the acquisitions of despreciableassets. If-
the taxpayer pail such an assessment durid ffie year, only the first
$500 noted above wotild be deductible. Thus, if a taxpayer, is
assessed $T,000 during the taxable year by thedistrict and pays sutich
an amount, only $250 would be ddditible by the' taxpayer undet this
section if $500 of the $1,000 was used by' the 'district to purchase a
depreciable, building and $250irepresented amounts otherwise de-
ductible' under section 164 (b) (5)i: ; .

Subsection (c) (2) defines the termland used n farmmg" tomean
land used (before or simultaneously with the expenditures for soil and
water conservation or the prevention of erosion of land) by the tax-
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payer or his tenant for the production of crops; fruits, or other agri-
cultural products or for the sustenance of livestock.

Subsection (d) provides the time when the taxpayer may adopt the
expensing of expenditures for the prevention of erosion of land or for
soil and water conservation. Under subsection (d) (1) a taxpayer
may adopt, without the consent of the Secretary, the method of
expensing such amounts as is provided in the section for his first
taxable year which begins after 1953 and ends after the date of enact-
ment and during which year he has expenditures for such purposes
which are paid or incurred. Subsection (d) (2) provides that irre-
spective of paragraph (1), a taxpayer may adopt the method of treat-
ment provided in the section at any time, so long as ho obtains the
consent of the Secretary.

Subsection (e) provides that once a taxpayer has adopted the
method provided in the section for. the treatment of such expenditures,
all such expenditures made by him shall be so treated. It also provides
that the method so adopted shall be adhered to by the taxpayer for
the taxable year of adoption and for all subsequent taxable years,
unless a change to a different method with respect to a part or all of
such expenditures is approved by the Secretary.
PART VII-ADDITIONAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS
Section 211. Allowance oj deductions

This section is identical with section 211 of the bill as it passed the
House. It provides that in computing taxable income under sec-
tion 63 (a) (relating to the general definition of "taxable income") the
items specified in part VII (relating to additional itemized .deductions
for individuals), subject to the exceptions provided in part IX (relat-
ing to items not deductible), shall be allowed as deductions.
Section 212. Expenses for production of income

This section is identical with section 212 of the bill as it passed the
House. It provides that an individual who has elected to itemize
his deductions shall be allowed as a deduction all the ordinary and
necessary expenses paid or incurred during the taxable year (1) for
the production or collection of income, (2) for the management, con-
servation, or maintenance of property held for the production of
income, or, (3) in connection with the determination, collection, or
refund of any tax. Paragraphs (i) and (2) correspond to section
23 (a) (2) of the 1939 code and no substantive change is made.

Paragraph (3) is new and is designed to permit the deduction by an
individual of legal and other expenses paid or incurred in connection
with a contested tax liability, whether the contest be Federal, State,
or municipal taxes, or whether the tax be income, estate, gift, property,and so forth. Any expenses incurred in contesting any liability col-
lected as a tax or as a part of the tax will be deductible.
Section 213. Medical, dental etc., expenses

This section, authorizing a deduction for extraordinary medical
expenses in the case of a taxpayer who elects to itemize his deductions,
except for clerical corrections rirespondss to, section 213 of the bill as
it passed the House. It hasbeen changed frompresent law in several
respects.
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Under present law a taxpayer is allowed to deduct (except in the
case of a taxpayer who has attained the age of 65 years or whose
spouse has attained such age) only the expenses paid which are in
excess of 5 percent of adjusted gross income.- The bill reduces the
percentage requirement to 3 percent of adjusted gross income. How-
ever, in computing' the amount paid during the taxable year for
medicine and drugs, the taxpayer shall take into account only the
aggregate of such amounts paid in excess of 1 percent of adjusted
gross income.
Under this section, a taxpayer with an adjusted gross income of

$6,000, who paid a doctor $300, a hospital $100, and also spent $100
on drugs will compute his medical deduction as follows: -

Expenditures for drugs taken into account only to the extent they
exceed $60 (1 percent of adjusted gross income), or $40; total medical
expenses taken into account $300 plus $100 plus $40 or $440; deduct-
ible amount, excess of 3 percent of adjusted gross income or $260.
While some question has been raised under present law by taxpayers
as to whether the expenditures for toiletries and sundry items may
be taken into account this provision makes it clear that expenditures
for medicine and drugs (whether or not requiring a prescription) are
taken into account but expenditures for toiletries and sundries are
not. Only expenditures in excess of the minimum will be included.
Under existing law the maximum deduction allowable for. medical

expenses is $1,250, multiplied by the number of exemptions allowed
(exclusive of the additional exemptions allowed in the case of indi-
viduals who are '66 years of age or blind), with a maximum deduction
of $2,500; except in the case where a joint return is filed, the maximum
deduction is $5,000. The bill would double the maximum deduction
allowable for medical expenses and include in the rule with respect to
a joint return, a return filed by the head of a household.

Subsection (d) amends existing law and provides that expenses for
the medical care of the -decedent paid out of his estate within 1 year
from the date of his death shall be treated as paid by the decedent at
the time the expenses were incurred. This provision permits, upon
payment of such expenses by the estate within 1 year from the date of
decedent's death, the deduction of the amounts paid in the year in
which they were incurred by the decedent. While in the normal case
this will be in the taxable year for which decedent's last return is
filed, it will also permit the amendment of a prior return to the extent
permitted by the statute of limitations. owever/- the deduction
granted in this subsection is not permitted where the amount so paid
is also allowable in computing the net estate of 'the decedent -for
estate-tax purposes unless a statement is filed that the'deduction has
not been 'claimed or allowed for estate-tax purposes together with a
waiver of the right to claim such as an estate-tax deduction.

Subsection (e) defines medical care to mean amounts paid for the
diagnosis, cure, mitigation, treatment, or prevention of diseases' or
for the purpose' of affecting any structure or function of the body
(including amounts paid for accident or: health' insurance , or for
transportation primarily for and essential to medical care. The
deduction permitted for "transportation primarily for. and essential
to medical care" clarifies existing law ini that it' specifically 'excludes
deduction of 'any meals and lodging while away from home receiving

48t -
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medical treatment. For example, if a doctor prescribes that a patient
must go to Florida in order to alleviate specific c:hroiiic ailments and
to escape unfavorable climatic conditions which have proven injurious
to the health of tilhe taxpayer, and the travel is prescribed for reasons
other than the general improvement of a patient's health, thI cost
of the patient's transportation to Florida would be deductible but
not his living expenses while there. However, if a doctor prescribed
an appendectomy and the taxpayer chose to go to Florida for the
operation not even his transportation costs would be deductible.
The sibsection is not intended otherwise to change the existing
definitions of medical care, to deny the cost of ordinary ambulance
transportation nor to deny the cost of food or lodging provided as
part of a hospital bill.

Subsection (f) provides that any expense relating to child care
allowed as a deduction under section 214 shall not be treated as an
expense paid for medical care.
Seclion 214. Expenses of care of certain dependents
Your committee has revised section 214 of tile House bill to provide

for a deduction for all workingwomen and for widowers for tlhe care
of certain dependents.Thllis section provides a deduction (not to exceed $600 for any
taxable year) for expenses of care of certain dependents which are
paid for thl purpose of permitting a taxpayer to be gainfully employed
(including self-employed).

In order to qualify for this deduction the taxpayer must be either
(1) a woman or (2) a widower. Widower is defined in tile usual way
as a man whose spouse has died and who has not remarried. The
term also includes a married man who is legally separated from
his spouse under a decree of divorce or of separate maintenance.
This deduction is allowed for the care of a.child who is a son, daughter,
or stepchild of the taxpayer as defined in section 152 under the age of
12, or for a dependent, as defined in section 152, for who-m the taxpayer
is entitled to a deduction under section 151 (e) (1), who is physically
or mentally incapable of caring for himself. Only those expenses
will be allowed which are incurred for care prior to the time the
child reached the ageo of 12. For example: If a child's 12th birthday
is on July 1,1955, the parent, otherwise qualified, may deduct such
child-care expenses paid during the taxable year (not to exceed the
maximum limitation) as are incurred up to July 1, but may not deduct
those expenses for child care incuiirred after July 1.
The deduction is limited to $600 regardless of the number of qualified

dependents. Thus the deduction may never be greater than $600 but
may be less depending on the actual amount spent. There may be
no deduction for amounts paid to a person for whom the taxpayer
is allowed a dependency deduction for the taxable year under section
151.

In order to claim this deduction a woman who is married must
file a joint return with her husband. A woman.is not to be considered
as married if she is legally separated from her husband under a decree
of divorce or of separate maintenance. The deduction for a married
woman will be reduced by the amount (if any) which the adjusted
gross income of the taxpayer and her spouse exceeds $4,500. Thus,
if a woman and her husband have an adjusted gross income of $4,700
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the deduction may not exceed $400 ($600-($4,700-$4,500)-$400).
These two imitations (joint return and income) will not apply
where the taxpayer's husband is incapable of self-upport because
mentally or physically defective.
Deduction for the expenses of. care'of qualified dependents will be

allowed only for those periods in which the taxpayer is gainfully em-
ployed or in active search of gainful employment. If the taxpayer
has a child in a nursery school which costs $60 per month and the
taxpayer is only employed for 2 months during the year, the taxpayer
may only deduct $100 as child-care expenses. If the taxpayer was
employed for only 2 weeks in each of 2 months she could only deduct
that proportion that the child-care expanses allocable to those periods
during which she was working. Also, if the taxpayer is employed for
only one-half a day but has the child cared forall day, only that pro-
portion of the expenses as are incurred to allow the taxpayer to be
gainfully employed will be allowed. In this case only one-half of the
expenses will be allowed.

If the taxpayer has a maid or housekeeper who cares for the children
(or other qualified 'dependents) in addition to her other household
duties of cleaning and cooking, the cost of the maid's salary must be
prorated and only that portion which is allocable to child (or other
qualified dependents) care may be taken as a deduction. Assume,
for example, that W, a widow, has a 'maid, M, who cares for her two
children (one 6 years old, the other 14) in addition to cleaning the house
and cooking meals. Assume that 50 percent of the maid's time is
spent in caring for the children. W pays the maid $25 per week and is
herself employed for the full year. Of the $1,300 paid to the maid, only
$600 will be allowed as a deduction for child care. This amount is ar-
rived at by dividing the $1i300 by 2 to determine the amount spent for
child care, the result in this case is $660. The maximum allowed for
child-care expense deduction is $600, hence, W has a $600 child-care
deduction. .It will be noted that the amount allocated to child care,
will not be further allocated between the children under 12 years
of age and those over that age.
Section 215. Alimony, etc., payments

This section, which is identical with section 215 of the bill as it
passed the House, is substantially the same as existing law, except for
the changes necessary to correlate with section 71 of this bill,
Section 216. Amount representing tazxe and interest paid to cooperative

housing corporation
This section, which is identical with section 216 of 'the bill as it

passed the House, reenacts, in revised forms section 23 (z) of the 1939
Code by allowing as a deduction notothewiseductionothe deductible t;o each
stockholder an amount representing his-proportionate share of the
total amount of taxes and- inteet paid to cooperative apartment
corpoation. The only substantive change is that the benefits of the
section are also granted to stbckholder of any cooperative housing
corporation meeting the tests of the section.
Section 17. Chose reference

This section is identical with section 2i7 of the bill as it passed the
House.-
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PART VIII-SPECIAL DEDUCTIONS FOR CORPORATIONS
Section 241. Allowance oJ special deductions

This section is identical with section 241 of the bill as it passed the
House. It provides that in addition to the deductions provided in
part VI (sec. 101 and following) there shall be allowed as deductions
to corporations in computing taxable income the items specified in
part VIII.
Section 21/2. Partially tax-exempt interest

This section, which is identical with section 242 of the bill as it
passed the House, corresponds to section 26 (a) of the 1939 Code.
The only change is to convert the credit provided in that section of
the Code into a deduction.
Section 243. Dividends received by corporations

This section, which is identical with section 243 of the bill as it
passed the IHouse, corresponds to section 26 (b) (1) of the 1939 Code.

Under existing law, a corporation in general is entitled to a credit
against net income of 85 percent of the amount received as dividends
(other than dividends on certain preferred stock of public utility
companies) which it receives from other domestic corporations which
are subject to tax. Subsection (a) of this section continues this
treatment but provides that the shareholder corporation will be
allowed a deduction instead of a credit.

Subsection (b) of the section provides special rules for certain types
of corporate distributions. These rules are correlated with those
applicable in the case of the dividends-received credit under section
34 for dividends received by individuals. As under existing law, a
dividend paid by a mutual savings bank for which the bank is allowed
a deduction under section 591 (dividends paid to depositors whichare
in the nature of interest) is not treated as a dividend for which the
dividends-received reduction is allowable; Also, a dividend received
from a regulated investment company is subject to the limitations
prescribed in the sections dealing with the taxation of such companies.
Section 244. Dividends received on certain preferred stock

This section, which is identical with section 244 of the bill as it
passed the house, acconiplishes the same purpose as section.26 (b) (2)
of the 1939 Code. Under present law, dividends received on certain
preferred stock of a public utility company qualify for a dividends-
received credit to the extent of tlheportion'ofthe dividend not allowed
as a credit to the payor corporation. Under the present method of
computation any change in corporate tax rates makes it necessary to
compute a new percentage each time so as, in effect, to give approxi-
mately a 14 percentage point tax benefit.

In addition to changing the credit to a deduction, this section
establishes a formula which will automatically provide the correct
percentage for a deduction for dividends received on preferred stock
of a public utility regardless of changes in tax rates. This percentage
is geared to the deduction provided in section 247 for the payment of
dividends on certain preferred stock of public utility companies.
This section does not make any substantive change in present law.
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Section £46. Dividends receivedfrom certain foreign corporations
This section corresponds, to section 245 of the House bill and to

section 26 (b) (3) of the 1939 Code, which provides a credit for divi-
dends received from certain foreign corporations. The House bill
changes the credit to a deduction and provides that the'deduction will
be keyed to the percent provided in section 243 for the taxable year
in computing the deduction for dividends received by corporations.
Your committee has retained the House provision but with neces-

sary amendments in the cross references to other provisions of the bill.
Section 246. Rules applying to deductions for dividends received
This.section-corresponds to section 246 of the House bill.
Subsection (a) of section 246 provides that the deductions allowed

by sections 243, 244, and 245 (relating to deductions for dividends
received) shall not apply to dividends received'from certain types of
corporations. Under the House bill, no such deduction 'shall be
allowed with respect to any dividend received from (1) an insurance
company subject to a tax imposed by subchapter L (sec. 801 and
following); (2) a corporation organized 'under the China Trade Act,
1922 (see sec, 941); (3) a corporation'whichh, for the taxable year of
the distributing corporation in which the distrlbutionis made, or for
the next preceding taxable year of'such corporation, is a corporation
exempt from tax under section S601"(rlating to certain charitable, etc.,
organizations) or section 521 (relating to farmers' cooperative associa-
tions)i or (4) a corporation which, for the taxable year of the dis-
tributing corporationn which the distribution is made, or for the
next preceding taxable, year of such corporation, is a corporation to
which section 931 (relating to income from sources within possessions
of the United States) applies.
Under your committee's amendment the disallowance of the

deduction set'forth in subsection (a) (1), to insurance companies, has
been eliminated so that the deduction applies to dividends paid by
such companies to corporate shareholders as under exiWting law..Subsection (b) of section 246 provides a limitation on the aggregate
amount of the, deductions allowed by sections 243, 244, and 245 (re-
lating to deductions for dividends received). Under the Hoiise bill,
the aggregate of such deductions is not to exceed 856 percent of the
taxable income of the shareholder corporation computed without
regard to the deductions allowed by sections 172,.243' 2244;:246, or
247. Under your committees'. anaendenn; tihe'povisiop of tdlHotse
bill is retained in par graph (1) of subiectiori ;(b) as tie generhaii le,
A new paragraph (2), however, has iben aedd,to subsection (t),This new paragraph ( m effect provides tht if Ihe -ir61erco-
poratiron ha- a net operating lossias determined uider sectioni72,.9.r
any taxable Year, then, the deduCtiOs pmiwdedd in Pectuom 24,24: ,
and 246 'shall be allowable for all ta 'pu to uhha
corporation for such ta able year without regard to the liitati pro
vided b paragraph (1) of uiiection( ' s ieshae hI^ r.ldpra.
tion does n.othavea neo6erai.g los: r agw ei .taxable, yei,,ow-
ever, the, limitation' provided :paragraph,(1) of subs:ct (b:ill
be applicable for, all tax: pu e^ f(or si.uh 'tiaxle ye:ai It~ is to-be
notedmit iohdeteorming whethle the e lseo rp7or2tr"iiO"nhsi a
net operating loss for a table year under sec'tin 172t' e deductions
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allowed by sections 243, 244, and 245 are to be computed without re-
gard to any limitation provided in section 246 (b).
Section 247. Dividends paid on certain preferred stock' of public utilities

Thllis section corresponds to section 247 of the House bill and to
section 26 (h) of the 1939 Code.
The House bill changes the credit provided in section 26 (h) to a

deduction. In addition it establishes a formula so that this deduction
with respect to dividends paid on certain preferred stock of public
utility companies will automatically be determined based upon the
corporate normal and surtax rates for the particular taxable year.
It will no longer be necessary to change the statute with respect to
this deduction merely because the tax rates are changed.
This section does not make any substantive changes in existing law.
Clerical changes in the references to other provisions of the bill are

made in the amendments of your committee to the House bill.
Section 248. Organizational expenditures

This section is identical with section 248 of the House bill.
This is a new provision Which would permit the organizational

expenditures of a corporation to be treated as deferred expenses at
the election of the corporation.

If such election' is made, the deferred expenses will be allowed as.a
deduction in computing taxable income ratably over a period of 60
months or more as selected by the taxpayer. The period over which
such expenses can be spread will begin with the month in which the
corporation begins business.

Organizatioinal expenditures are those expenditures which are di-
rectly incident to the'creation of the corporation. In this category
woul(l be included expenditures for legal services to obtain the cor-
porate charter, fees paid to the State of incorporation, expenses of
temporary directors of the corporation, etc. Expenditures connected
with the reorganization of a corporation unless incident to the crea-
tion of a corporation, and hence are not subject to the provisions of
section 248.

Furlher limitations upon the expenditures to which this section
is applicable are that the expenditures must be of a character which
are chargeable to capital account and which, if expended incident to
the creation of a corporation having a limited life, would be amortiz-
able over such life. Expenses of issuing shares of stock, such as
commissions, prbofgsional fees,; and printing costs, are a reduction of
the proceeds derived from the issue, and are properly chargeable
against the paid-in capital. Such expenses are not organizational
expenditures within the meaning of section 248, even where the
particular issue of stock to which the expenses relate is for a fixed
term of years. The case of Surety Finance' Company of Tacoma v.
Commissioner (77 F. (2d) 221), demonstrates that expenses incurred
in connection with the- sale of stock are not of the character to be
amortizable:over the limited life of a corporation.

Under subsection (c) of this section, the 'corporation may elect
the new treatment for any taxable yearbeginning after December 31,
1953, but only if such election is made not later than the! time pre-
scribed 'for filingthe return for' such taxable year (including any
extensions of time). After any such election organizational ex-
penditures must be treated as deferred expenses and the period of 60
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months or more (which must be selected at the time of such election)
must be adhered to in computing the taxable income of the corporation
for the taxable year for which the election is made and all subsequent
taxable years.
The election shall apply only'with respect to expenditures paid or

incurred on or after the date of enactment of this title.

PART IX-ITEMS NOT DEDUCTIBLE

Section 261. General rule for disallowance of deductions
This section, which is identical with section 261 of the bill as it

passed the House, corresponds to section 24 (a) of the 1939 Code. No
substantive change is made.
Section 262. Personal, living, and family expenses

This section, which is identical with section 262 of the bill as it
passed the House, corresponds to section 24 (a) (1) of the 1939 Code.
No substantive change is made.
Section 263. Capital expenditures

This section corresponds to section 263 of the House bill.
Subsection 1(a) of the House bill corresponds to section 24 (a) (2)

and 24 (a) (3) of the 1939 code. In addition subsection (a) of tle
House bill includes provisions for research and experimental expendi-
tures under section 174 and for soil arid water conservation expendi-
tures under section 175. Subsection (b) of the House bill corresponds
to section 23 (a) (1) (0) of the 1939 code and no substantive change
is made in that provision. ·
A new subsection (c)' has been added by your committee to provide

that the provisions of subsection (a) will not apply to intatigible
drilling and development costs in the case of oil and gas wells insofar
as these expenditures are deducted' as expenses under regulationsprescribed by the Secretary or his delegate under this siibtille corre-
sponding to regulations under the 1939 code which were recognized
and approved by the Congress in House. Concurrent Resolution 50,
79th Congress.
Section 264. Certain amounts paid in connection with insurance contracts

This section corresponds to section 264 of the House bill. The only
change made by your committee is to limit to prospective application
the denial of an interest deduction in certain cases not covered byexisting-law. :. ;
Under existing law, no interest deduction is allowed in the case, of

indebtedness incurred, 'or continued, to purchase a single-premium
life-insurance or endowment contract.; In addition, if substantially
all the premiums on a life-insurance or endowment contract are paid
within 4 :years from the date the contract is purchased, it is treated
as a single-premium contract and the same rule applies.

Existing law does :not extend the denial of theinterest deduction to
indebtedness incurred to purchase sinmgle-premium annuity contactst.
Under the bill the same treatment:will beextended touch indebted-
ness as indebtedness incurred to purchase single-premium life-insurance
or endowment contracts The denial of the, deductions however,
applies only as to annuities purchased after March 1, 1954.
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The House bill also provides for tile denial of the interest deduction
wher6, in lieu of the payment of a substantial number of premiums
within 4 years from the date of the contract, the purclhaser deposits
borrowed funds with the insurance company for payment of future
premiums on the bond. While, under the House bill, this provision
was applicable to amounts deposited in the past, your committee
would make this provision applicable only to amounts deposited
after March 1, 1954, in the same manner as in the case of annuity
contracts.
Section 265. Expenses and interest relating to tax-exempt income

This section is identical with section 265 of the bill as it passed
the House.

Subsection (a) is the same as section 24 (a) (5) of the 1939 Code.
Subsection (b) contains the same rule as section 23 (b) of the 1939
Code. No substantive changes are made in either of these provisions.
Section 266. Carrying charges
This section is identical with section 266 of the bill as it passed

the House. It is the same as section 24 (a) (7) of the 1939 Code.
No substantive change is made.
Section 267. Losses, expenses, and interest with respect to transactions

between related taxpayers
Thlis section is identical with section 267 of the bill as it passed the

House.
Subsection (a) continues the disallowance of losses from sales or

exchanges between certain related taxpayers and the disallowance of
certain unpaid expenses and interest contained in subsections (b)
and (c), respectively, of section 24 of the 1939 Code. In the enumera-
tion of related taxpayers in subsection (b) three additional classes
have been added: (1) A fiduciary of one trust and a beneficiary of
another trust. it the same person is grantor of both (paragraph (7));
(2) a fiduciary of a trust and a corporation more than 50 percent
owned by or for the trust or by or for a person who is a grantor of
the trust (paragraph (8)); and (3) a person and an exempt organiza-
tion controlled by the person or his family, if the person is an indi-
vidual (paragraph (9)). Paragraph (8) would change the result in
the Snivel? case ~(20 T. C. No. 18 (1953)) and the Lexmont case
(20 T. C. No. 22 (1953)). In Snively, the transaction was between a

corporation more than 50 percent of the value of the stock of which
was owned by taxpayer and a trust established by his children.
Under the constructive ownership rule of subsection (c) (2), a son
or daughter would be treated as owning the stock owned by the
father, and the transaction is thus between a fiduciary of a trust and
a corporation more than 50 percent owned by a grantor of the trust.
In Lexmont, the transaction involved a trust and a corporation which
was 100 percent owned by the trust..

Control includes any kind of control, direct or indirect, whether
legally enforcible, and however exercisable or exercised. It is the
reality of the control which is decisive, not its form or the mode of
its exercise.

Subsection (c) continues the constructive ownership rules to be
used in determining whether or not taxpayers are related for purposes
of subsection (b).
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Subsection (d) provides a new rule for recognition of gain on the
disposition of property if a loss incurred by the transferor on the
transfer of the property to the taxpayer had not been allowable by
reason of subsection (a) (or sec. 24 (b) of the: 1939 Code). Anygain
to the taxpayer on the disposition of the property will be recognized
only to the extent that it exceeds the amount of the loss not previously
allowable. This rule does not affect the basis of the property for
determining gain, and consequently depreciation and other items
which depend upon that basis are also unaffected. Tile holding
period of the taxpayer will be determined without regard to section
1223.
The benefit of the provision is limited to the original transferee.

If the property is given away the donee does not comewithin the
terms of the provision. If, however, the property is disposed of in a
transaction in which other property is received, the basis of which is
determined by reference to the basis of the original property, subsec-
tion (d) is applicable to reduce the amount of gain to be recognized
on a future disposition by the taxpayer of the other property. Sim-
ilarly subsection (d) applies to a disposition of property held after a
series of transactions if the basis of the property acquired in each is
determined by reference to the property transferred, and thQ original
property was acquired in a transaction in which a loss of a transferor
was not allowable under subsection (a) (or sec. 24 (b) of the 1939
Code).

If property received in a transactions in which a loss of the transferor
is not allowable under subsection (a) (or sec. 24 (b) of the 1939 Code),
consists of divisible property or several'items or classes of items, de-
termination of the basis of the taxpayer in each part, item, or class
(if necessary) is made by an allocation among the property' received,
in the proportion that the fair market value of each bears to the- fair
market value of all such property at the time that the property is
received."If the taxpayer disposes of a portion of the property re-
ceived at a price in excess of basis, the amount of the gain which is
not recognized by reason of subsection (d) (i. e., the loss not previ-
ously allowable) must be determined. The loss not previously allow-
able is the difference between the adjusted basis of the property for
determining loss in the hands of the transferor and the portion of the
purchase price properly aaUocable to the property. However, if 'it
cannot be established that; in a tax computation, the transferor has
used the basis of the property now being disposed of by the taxpayer
or any other part of the property transferred by the transferor;, the
portion of the loss properly allocable to the property is that part of
the total loss which was not allowable to the transferor which the
value, at the time of eceipt by the taxpayer, of:the portion of the
property being disposed of bears thte 'vatue' at the 'time of receipt
by the taxpayer, of all the property received in the transaction to
which subsection (a )(or oec,:24(c) of the 1939 Code) applied.
Sectwn 8'.' Sale of 4w,4'nhresirv topd . , ',

This section, which is identical with section 268 of th bill 'as it
passed the House, corresponds to section 24 (f) of the 1939 Code. No
substantive change is made.
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Section 269. Acquisitions made to evade or avoid income taz
This section corresponds to section 269 of the House bill.
Subsections (a) and (b) correspond to the provisions of section

129 of thlo 1939 Code.
Subsection (c) provides a procedural device for the determination

of whether the principal purpose of an acquisition specified in sub-
section (a) (1) or (2) was evasion or avoidance of Federal income tax
b)y securing the benefit of a deduction, credit, or other allowance not
otherwise availal)le. Under the House bill this subsection provides
that certain factors should be determinative of the principal purpose
of evasion or avoi(lance of Federal income tax unless the taxpayer by a
clear preponderance of the evidence should prove to the contrary.
This presumption would ariso where the consideration paid upon an
acquisition is substantially less than the aggregate of-

(1) the adjusted basis of the property of the corporation (to
tlie extent attributable to tlhe interest acquired specified in para-
graph (a) (1)) or of tlhe property acquired specified in paragraph
(a) (2); and(

(2) tlie tax benefits (to the extent not reflected in tho adjusted
basis of the property) not available otherwise than as a result of
the acquisition.

Under the amendment made by your committee the fact of the
substantially disproportionate consideration is made prima facie evi-
(lence of tlie principal purpose of evasion or avoidance of Federal
income tax rather than determinative (subject to rebuttal by a clear
preponderance of thle evidence) as in the House bill.

Subsection (c) applies only with respect to acquisitions after
March 1, 1954.
Section 270. Limitation on deductions allowed to individuals in certain

cases
This section corresponds to section 270 of the IHouse bill and to

section 130 of the 1939 Code and except as provided by subsection (b),
no substantive change is made.

In the House bill subsection (b), specially treated deductions lists
certain deductions which, under subsection (a), will not be included
in determining whether the deductions of the taxpayer attributable
to a trade or business carried on by him for 5 consecutive taxable
years have, in each of such years, exceeded by more than $50,000 the
gross income derived from such trade or business. In addition to
taxes and interest, which are given such treatment under the 1939
Code, casualty and abandonment losses connected with the trade or
business, losses and expenses of a trade or business of farming which
are directly attributable to drought, and expenditures as to which
taxpayers are given the option, under law or regulations, either (1)
to deduct as expenses when incurred, or (2) to defer or capitalize, are
added by the House bill as deductions which will be given such
special treatment. Your committee's bill further adds to this class
of specially treated deductions the net operating loss deduction, but
the net operating loss deduction will be specially treated only for
purposes of determining whether in any taxable year there is a stat-
utory excess of deductions. If, because there is a statutory excess
of deductions (other than specially treated deductions) in each of 5
consecutive years, a recomputation of taxable income is made, the
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net operating loss deduction will not be allowed. This treatment in
a recomputation of the net operating loss deduction is the same
under existing law.
Your committee's bill also adds to subsection (a) a provision to make

it clear that except for taxes and interest the specially treated deductions
shall be so treated only with respect to the taxable years in a period of
5 consecutive taxable years, one or more of which is a taxable year
beginning after December 31, 1953. The substantive amendments
contained in subsection (b) are therefore retroactive only in respect
to taxable years in a not yet completed period of 6 consecutive
taxable years.
Section 271. Debts owed by political parties, etc.

This section, which is identical with section 271 of the .bill as it
passed the House, corresponds to section 23 (k) (6) of the 1939 Code.
No substantive change is made.
Section 272. Disposal of coal

This section corresponds to section 272 of the bill as passed by the
House. Your committee has made several substantive changes.
Your committee has eliminated subsection (a) of section 272 of the

House bill, which provided for the disallowance of certain expenses
incurred in connection with the holding and quantity measurement
of timber in cases where the cutting of such timber is considered to
be a sale or exchange thereof. Also, subsection (b) of section 272 of
the House bill, which provided for the disallowance of certain expendi-
tures attributable to disposition of coal or timber where the taxpayer
is entitled to capital gains treatment on such disposition, has been
amended by your committee so as to .be-applicable only to coal and
to iron ore from deposits in the United States, but not to timber.
The amendment with respect to iron ore has been made because your
committee has extended the benefits of section 117 (k) (2) of the
1939 Code to iron ore from deposits in the United States.
Section 272 as'amended by your committee, provides that where

the disposal of coal or iron ore is covered by section 631 (entitling the
owner thereof to capital gains treatment upon such disposition), no
deduction shall be allowed f6orexpe.nditiures Attributable to the making
of the contract under which such disposition occurs and to the preser-
vation of the economic interest retained under suchcontract, except
that when in any taxable year such expenditures plus the adjusted
'depletion basis of the coal or iron ore disposed of exceed the amount
realized under such contract, such 'excess, to the extent not used as a
reduction of gain tnder section 1231, shall be a loss deductible under
section 165 (a). The expenditures covered by!'sectiot 272, include
such items as the following, to the extent paid by' the tapa' eriad
valorem taxes imposed by State? or local authorities, costs offire pro
tection, insurance costs of all kinds related'to the propefy (not
including liability insurance) costs incurred mn administering a coal
or ifironre lease (including :ostt of bookkeeping and technical super-
vsion), interest on plans attributable to-thecoa or iron oe,'expeies
of flood control, legal and technical expenses attendant t the making
of the contract, and the expenses of measuring and checking quantities
disposed of under the- contract. ',',
Under section 272 the; entire am6ufit of su6h expenses shall bedi'

allowed as a deduction if the taxpayer receives any income under the
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contract, without regard to the fact that no coal or iron ore may have
been disposeskd of under the contract during that year. If no income is
received in the t.axablo year under the contract, section 272 will not be
applicable, and as under present law, such expenses may be deducted
from other incoeifi as business expenses or, depending upon the applica-
tion of section 266 to the particular expense, inay be capitalized at the
election of the taxpayer. If in any taxable year expenditures dis-
allowed by section 272, plus the adjusted depletion basis of the coal
or iron ore (disposed of, exceed(l the amount realized, under the contract,
such excess, to the extent not availe(l of as a reduction of gain under
section 1231, shall be a loss deductible under section 165 (a).

If the contract under which the coal or iron ore is disposed of is
terminated and, although income may have been received under the
contract, no coal or iron ore was actually disposed of, an amended
return shall be filed for each year in which such income was received,
and in the computation of tax for such year, section 272 (b) shall not
be applicable. In such case, as under present law, such expenses
may be de(lducted from other income as a business expense, or depend-
ing upon the application of section 266 to the particular expense may
be capitalized at the election of the taxpayer.
Section 273. Holders of life or terminable interest

This section is identical with section 273 of the House bill.
This section corresponds to section 24 (d) of the 1939 Code. To

correlate however with the changes made in the taxation of estates
and trusts in subchapter J there has been eliminated the provision of
existing law which denies to holders of a life or terminable interest
any deduction allowed by the 1939 Code (other than the deduction
for depreciation and depletion). Under the new provision for taxa-
tion of estates and trusts such deductions are made available to
beneficiaries to the extent that they are not used by the estate or trust.

qtJI31CHAPTER C-CORPORATE DISTRIBUTIONS
AND ADJUSTMENTS

PART I. DISTRIBUTIONS BY CORPORATIONS
GENERAL

Part I of subchapter C provides rules relating to the tax treatment
to shareholders of corporate distributions of property. While your
committee continues the treatment provided in the House bill under
which part I has no application at the corporate level to distributions
of property in complete or partial liquidation, your committee's bill,
unlike the House bill, does not include in part I rules for distributions
made in connection with corporate reorganizations. Under your
committee's bill, distributions and exchanges made in connection
with reorganization transactions are treated, in general in part III.
Subpart A of part I sets forth the effects on shareholders of corpo-

rate .distributions of property. Under section 301 the general rules
are provided for the tax treatment to shareholders of such ordinary
distributions. Section 302 treats property distributions made in
connection with the redemption of stock. Section 303 sets forth a

special rtl(e for redemption of stock to pay death taxes. Section 304
treats as redemptions certain sales of stock made between related
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corporations. Rules covering the distribution of stock dividends and
stock rights appear in section 305. The basis of property to share-
holders received in distributions under subpart A is determined under
section 307.

Section 306 of your committee's bill is a new section not appearin
in the House bill which would provide special treatment for the sale and
redemption of certain stock received as a dividend or received in
connection with certain reorganization transactions. This section
replaces section 309 of the House bill which imposed a transfer tax
at the corporate level on certain redemptions of stock. No counter-
part to section 309 appears in your committees bill.
Subpart B of part I enumerates certain consequences to corpora-

tions resulting from the distribution of property to its shareholders.
Under section 311, the general rule as to taxability of the corpora-
tions on such distributions is set forth. Section 312 provides certain
of the adjustments to earnings and profits of the distributing corpora-
tion which are to be made as a result of a distribution),regardless of the
type of transaction in which such distribution is effected to the extent
provided therein. Section 316 contains- the definition of the term
"dividend"' which in substance is identical to; existing law and is
applicable throughout the subtitle. Section 317 defines the term
"property" and describes certain transactions in which; a corporation
shall be treated as having redeemed its stock within the meaning of
part I. Section 318 contains rules which articulate the extent to
which ownership of stock by one person shall be attributed to another,

SUBPART A-EFFECTS ON RECIPIENTS

Section 301. .Distributions of property'
Section 301 continues the provisions of section 301 of the House

bill and prescribes the basic rule governing the taxation to a share-
holder of corporate distributions of property. This section, as sec-
tion 301 of the House bill, is derived generally from section 115 (a),
(b), (d), .(e), (f), and (j) of the 1939 Code.
Subsection (a) of section 301 provides that a distribution of prop-

erty (as defined in sec. 317 (c)) made by a corporation to a share-
holder with respect to his stock shall be treated in the manner pro-
vided in subsection (c) of section 301. Subsection (a) accordingly
makes clear that section 301 has applicability only to distributions
of property to shareholders in their capacity as such. For example,
a distribution of property to a shareholder who is a creditor of the
corporation in satisfaction of his claim against the corporation is
not within the scope of section 301.

Subsection (b) sets forth the rules for determination of the amount
of any. distribution made under section 301.. Paragraph (1) of sub-
section (b) provides the general rule under subparagraph (A) where
the shareholder is not a corporation. In such case the amount of
any distribution shall be the amount of money received plus the
fair market value of the other property-received
Under subparagraph (B)i ofipfraph (1), if the shareholder is a

corporation the amount of.apny distribution is the amount of money
received plus th lesser, of (i) the fair rkt value of the other proP-
erty received, or (ii) the adjusted basis (in the hands of the distributing
corporation immediately before the distribution) of the other prop-
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erty received. This latter amount is increased in the amount .of
gain to the distributing corporation iilch is recognized under section
311 (b) (relatiing-to distributions of LIFO inventory) or under section
311 (c) (relating to distributions of property subject to a liability in
excess of the adjusted basis of such property),

Paragraph (2) of subsection (b) provides thliat the amount of any
distribution (determined under par. (1)) shall be reduced (but not
below zero) by (A) the amount of any liability of the corporation
assumed by tlhe shareholder in connection with the distribution and
(B) the amount of any liability to which the piope)Crty received by
the shareholder is subject immediately bef6ire, and immediately after,
tlhe dlisflrit[ilon, whether or not the distributing corporation remains
liable in either case. Thus if an individual shareholder receives a
distribution of property froin a corporation having a fair market
value of $1,000 subject immediately before, and immediately after
the distribution, to u, liability of $700 tlhe amount of such distribu-
tion under subsiection (b) will be $300.

Paragriiph (3) of subsection (b) provides that for the purposes of
section 301, fair market value shall be determined as of the date of
the distribution. In this respect, the (late on which the property
distributed may have become includible in the income of the share-
-h-oldor is not material to the determination of such fair market value.

Subsection (c) corresponds to section 301 (b) of the House bill and
determines in general the extent to which a distribution is taxable as
a dividend (subject, however, to the provisions of sees. 34 and 116),
applied(lagainst tho basis of the stock or is taxable to the shareholder
as gain from the sale or exchange of property as the case may be.

Pairag'raph (1) of subsection (c) provides that-that portion of the
distribution which is a dividend shall be included in gross income.
The term "dividend" is defined ill section 316.

Paragraph (2) of subsection (c) restating the substance of section
115 (() and a portion of section 115 (b) o? the 1939 code, provides
that that portion of tlhe distribution which is not a dividend shall first
be applied against and reduce the adjlisted basis of the stock.

Paragraph (3) prescribes rules for taxation of that portion of a dis-
tribution which is in excess of the basis of the stock. This section
corresponds generally to section 115 (d) of the 1939 code.
Subparagraph (A) sets forth the general rule that to the extent that

the portion of the distri:. tion which is not a dividend exceeds the
adjusted basis of the stock, such portion shall be treated as gain from
the sale or exchange of property. Under subparagraph (B), an: ex-
ception to the rule of subparagraph (A), that portion of the distribu-
tion which exceeds the adjusted basis of the stock but which is outof
increase in value accrued before March 1 1913, shall be exempt from
tax. While under your committee's bill, as well as under the House
bill, no reference is made to earnings and profits accumulated before
March 1, 1913, your committee does not intend any change in existing
law.

Suibsection (d) of section 301 is a new subsection which does not
appear in tlhe House bill and for which there is no statutory counter-
part under the 1939 Code. This subsection sets forth rules for
determination of the basis of property received in a distribution to
which subsection (a) applies.
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Under paragraph (1) of subsection (d) the basis of such property
shall be its fair market value if the shareholder is not a corporation.
Under paragraph (2) if the shareholder is a corporation, the basis of
such property shall be the lesser of (A) the fair market value of such
property or (B) the adjusted basis (in the hands of the distributing
corporation immediately before the distribution) of such property.
Such basis shall be increased in the amount of gain to the distributing
corporation which is recognized under section 311 (b) or section 311 (c).

Subsection (e) of section 301 corresponds to section 301 (e) of the
House bill and section 115 (e) of the 1939 Code. This subsection
relates to exemption from tax of certain distributions made by personal
service corporations classified as such under the Revenue Act of 1918
or 1921 and restates existing law under section 115 (e) of the 1939
Code.
Section 02. Distributions in redemption of stock

Section 302 corresponds in function to section 302 of the House bill
and relates to section 115 ((c), (g), and (i) of the 1939 Code. Under
this section, rules are] prescribed for the tax treatment to shareholders
receiving distributions of property in redemption of stock. As under
section 302 of the House bill, distributions in redemption of stock
which qualify as distributions in completeori partial liquidations under
part: II of subchapter C are not within the scope of section 302.
Unlike the House bill, however, section 302 does not provide specific
statutory guides governing the tax consequences of every stock re-
demption. In lieu of the approach in the House bill-your committee
intends to revert in part to existing law by making the determination
of whether a redemption is taxable as a, sale at capital gains rates or
as a dividend at ordinary income rates dependent, except, where it is
specifically-provided otherwise, upon a factual inquiry. For special
rules relating to the redemption of section 306 stock, see the discussion
under section 306.

Subsection (a) states the general rule of section 302 whereby it is
provided that if a corporation redeems its, stock (within the meaning
of sec.' 317 (b)) and if subsection (b) applies, such redemption shall be
treated as a distribution in full or part payment in exchange for the
stock.

Subsection (b) of section 302 states three conditions in paragraphs
(1),- (2), (3), and (4),:the satisfaction of any one of which willresiult
in the treatment of the redemption as a distribution in full or part
payment in exchange for the stock. In general, under this subsection
your committee intends to incorporate into the bill existing law as to
whether or not a reduction is essentially equivalent to a dividend
under section 115 (g) (1) of the 1939 Code, and in addition to provide
three definite standards in order to provide certainty in specific
instances.
In cases where the distribution in redemption. is pursuant o;.a

partial liquidation qualifying under section 346, but' an amount in
excess of the amount permitted to be distributed in such liquidation
is distributed, such excess shall be treated as if received in a redemp-
tion to which section 302 applies. : ,

Paragraph (1) of subsection (b) provides hat subsection ,(a),;ijll
apply if the redemption is not essentially equivalent to a dividend.
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The test intended to be incorporated in theeintOrpretation of para-
graph (1) is in genefial that currently employed under section 115 (g)
(1) of the 1939 Code,,. Your committee further intends that in apply-
ing this test for the future that the inquiry will be devoted solely to
the question of whether or not the transaction by its nature may
properly be characterized as a sale of stock by the redeeming share-
holder to tile corporation. For this purpose the presence or absence of
earnings and profits of the corporation is not material. Example:
X, the solo shareholder of a corporation having no earnings or profits
causes the corporation to redeem half of its stock. Paragraph (1) does
not apply to such redemption notwithstanding the absence of earnings
and profits. The fact that the proceeds of the redemption are not
taxable as ordinary income to X results through application of section
302 (d) and section 301.
Paragraph (2) of subsection (b) sets forth a general rule that if the

redemption is substantially disproportionate, it will be treated as a
sale under subsection (a), if the other conditions described in the
paragraph are met. It is intended that the general rule shall apply
with respect to a redemption of preferred stock (other than section
306 stock) as well as common stock,
However, subparagraph (B) limits the application of paragraph

(2) by providing that the general rule shall not apply unless im-
mediately after the redemption the shareholder owns less than 50
percent of the total combined voting power of all classes of stock
entitled to vote.
Subparagraph (C) of paragraph. (2) defines the term "substantially

disproportionate." It is provided that a distribution will be sub-
stantially disproportionate with respect to a shareholder only if, the
ratio which the voting stock owned by the shareholder after the
redemption boars to all the voting stock of the corporation at such
time, is less than 80 percent of the ratio which the voting stock owned
by the shareholder immediately before the redemption bears to all
the voting stock of the corporation at such time. In addition, in
order that a distribution may qualify as "substantially disproportion-
ate" it is necessary that the shareholder's ownership of voting or

nonvoting common stock (that is, his participating interest) in the
corporation also be reduced by the percentage required with respect
to voting stock. For this purpose, if there is more than one class of
common stock, the determinations shall be made by reference to fair
market value. In determining the ownership of stock, subsection (c)
makes clear that the rules of constructive ownership provided in sec-
tion 318 are applicable.

It is intended that the 80 percent rule shall be applied on a share
holder-by-shareholder basis, and that the application of the rule to
one shareholder shall not affect the application of the rule to any
other shareholder.

Subparagraph (D) of paragraph (2) provides that paragraph (2)
shall not apply to any redemption which is made pursuant to a plan
the purpose or effect of which is a series of redemptions resulting in
a distribution which in the aggregate is not substantially dispro-
portionate with respect to the shareholder. For example: A cor-
poration has, as its sole capitalization, 100 shares of common stock
outstanding. Shareholder A owns 55 shares and shareholder B 45
shares. Shareholders A and B are unrelated. Ia 1955, pursuant to
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a plan the corpc.' -.ion redeems 12 shares of the stock of shareholder
A and none from shareholder B. Such redemption standing alone
qualifies as a disproportionate redemption within the meaning -of
section 302 (b) (2). In 1956, pursuant to the plan, the corporation
redeems 10 shares of shareholder B's stock and none from shareholder
A. This redemption, standing alone, would also have qualified as a
disproportionate redemption within the meaning of section 302 (b)
(2). However when the two transactions are reviewed together it is
apparent :that shareholders A and B have not sufficiently changed
their respective proportionate interests in the corporation. Accord-
ingly, under the rule of subparagraph (D), both redemptions would
fail to qualify as substantially disporportionate.

Paragraph (3) (relating to termination of a shareholder's interest)
corresponds to section 302.'(a) (3) of the House bill by providing that
a distribution which is in complete redemption of all of the stock of
a corporation owned by a shareholder shall be treated as a distribution
in full payment for the stock of such shareholder. This paragraph
must be read in connection with the provisions of subsection (c) of
section 302 relating to constructive ownership of stock.
Paragraph (4) provides that subsection (a) shall apply if the re-

demption is of stock issued by a railroad corporation (as defined in
section 77 (m) of the Bankruptcy Act, as amended) pursuant to a plan
of reorganization under section 77 of the Bankruptcy Act.
Paragraph (5) describes the interrelationship of paragraphs (1)

through (4), and is intended to make clear that if a redemption meets
the requirements of paragraph (1) as not essentially equivalent to a
dividend, the fact that such redemption fails to qualify under para-
graphs (2), (3), and (4)', shall not be taken into account. Under such
circumstances such redemption would remain qualified under para-
graph (1) and be taxed under subsection (a). Similarly, if a redemption
meets the requiirements of paragraph (3) and also the requirements of
paragraph (1), (2), or (4), then so much of subsection (c) (2). as would
apply in respect of the acquisition of an interest in the corporation
within the 10-year period beginning on the date of the distribution
shall not apply. ..

Subsection (c) of section 302, which corresponds in general to sec-
tion 302 (c) of the House bill, provides rules for determination of the
constructive ownership of stock for the purpose of section 302.
Paragraph (1) provides that; the rules for constructive ownership

of stock of section 318 (a) shall apply for purposes of this section
generally. For example, if an individual owns half of the stock of a
corporation, and a trust of which such individual is the sole bene-
ficiary, owns the other half of such stock' a redemption of all of the
stock of the corporation owned individually would not .qualify under
paragraph (2) or (3) of.subsection (b).. Under thesecircumstances,
by reason of the applicationn of section 318 (a) (2) (B),: such individual
would, be considered as owing all of the stock of the corporation,
both before and after the redemption.

Paragraph (2) of subsection (c) provides special rules for application
of section 318 (a) (1) (relating to constructive ownership of sto6k
between members of a family) in the' case of distribution in redemp-
tion under paragraph (3)of'iubsection'(b) (relating to termination of
a shareholder's interestt. Utndersubpa agraph (A) of paragraph (2)'it is provided that section 318 (a) (1) shall not apply, i. e., stock owned

48C99'-S 4-1o
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by members of the family of the distribute would not be attributed
to him immediately after the distribution in redemption, if the dis-
tributee himself has no interest in the corporation, including but not
limited to an interest as officer, director or employee other than an
interest as a creditor, and such distribute does not acquire such
interest (other than.stock adcquifi' by bequest or inheritance) within
10 years from the 'date of distribution in redemption.
Moreover, in order to qualify for nonattribution between members

of a family, subparagraph (A) (iil) requires that the distribute, under
regulations prescribed by the Secretary or his delegate, file an agree-
ment to notify the Secretary or his delegate of any acquisition of any
interest (other than by bequest or inheritance) within the 10-year
period and to retain such records as the Secretary or his delegate may
prescribe as necessary for the application of paragraph (2). Thus,
your committee anticipates that the Secretary or his delegate may
require that the distributed retain personal income tax returns and
other records indicating fully the amount of tax which wpuld have
been payable had the redemption not been treated as a distribution
in full payment for his stock.

In the event that the distributee acquires an interest in the corpora-
tion (other than by bequest or inheritance) within the 10 years from
the date of distribution, then the 'period of limitation provided in
sections 6501 and 6502 on the making of an assessment and the collec-
tion by levy or a proceeding in court shall, with respect to any de-
ficiency (including interest and additions to tax) resulting from such
acquisition, include 1 year following the date the distribuitee, in
accordance with regulations, notifies the Secretary or his delegate.
Such assessment and collection may be made, notwithstanding any
provision of law or rule of law which would otherwise prevent such
assessment and collection.

While your committee intends that interest resulting from the
deficiency would be assessed and collected, your committee also intends
that credit shall be allowed for any tax paid at capital'gains rates at
the time of the termination of the interest of the shareholder. Deter-
mination of the tax attributable to the inclusion of income for the
year of redemption, shall, however, be made without regard to any
other erroneous omissions from, or inclusions in, income of the year
of original redemption.

Subparagraph (B) of paragraph (2) sets forth an overall qualifica-
tion to application of subparagraph (A) of such paragraph. Under
subparagraph (B), it is provided that subparagraph (A) shall not
apply, if any: portion of the stock r'deehi ed was acquired directly or
indirectly within the 10-year period ending on the date of the distribu-
tion by the di'stibutee from a person, the ownership of whose: stock
would (at the time of distribution) be- attributable to the distribute
under section 318 (a). For examile, if an individual owning all of
the stock of a corporation gave half of such stock to his wife in 1955,
andl in 1960 effects a redemption of all of his wife's shares (the interest
of the wife in the corporation otherwise being terminated), subpara-
graph (A) would not be applicable.
Subparagraph (B) also provides another rule for thenohapplication

of subparagraph (A). If any person owns (at the time of distribution)
stock, thie: ownership of which is attributable to the' distributee- under
section 318 (a), and such person acquired any stockm the corporation
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directly or indirectly from the distribute within the 10-year period
ending on the date of the distribution subparagraph (A) would not be
applicable. Thus, if, in the. preceding example, the husband's shares
were redeemed and the husband otherwise terminated his interest
in the corporation, subparagraph (A) would similarly not be applicable.
The limitations of subparagraph (B) applies whether the acquisition

is by gift or is for osfiideration.
Subparagraph (B) qualifies the application of subparagraph (A) in

any case'in which the acquisition of the shares (described in subpara-
graph (B)(i)) or the disposition of shares (described in subparagraph
(B) (ii)) by the distributee did not have as one of its principal purposes
the avoidance of Federal income tax. A transfer of stock by the trans-
feror to a person whose stock would be attributable to the transferor,
within the 10-year period described in subparagraph (B) shall not be
deemed to have as one of its principal purposes the avoidance of
Federal income tax merely because the transferee is in a lower income
tax bracket than the transferor.
Subsection (d) of section 302 corresponds to section 302 (b) of the

House bill and section 115 (g) of the 1939 Code. Under this subsec-
tion, it is made clear that, except where otherwise provided, in sub-
chapter C, if a corporation redeems its stock and if subsection (a)
does not apply, i. e., if the redemption is not treated as a distribution
in full or part payment in exchange for the stock, that such redemp-
tion shall'be treated as a distribution of property to which section
301 applies.
Section 303. Distributions in redemption of stock to pay death ;taxes

This section corresponds to section 303 of the. House bill and section
115 (g). (3) of the 1939 Code. Your committee has retained the
provisions of the House bill which expand and liberalize the appli-
cation of section 115 (g) (3). ,

Subsection (a) of section 303 sets forth the general rule of appli-
cability of this section by providing the extent to which the distribution
of property to a shareholder after June 18, 1954 by a corporation in
redemption of part or all of the stock of such corporation which (for
Federal estate tax purposes) is included in'determining the gross estate
of a decedent shall be treated as a distribution in full payment of the
stock so redeemed.
As under existing law, paragraph (1) of subsection (a) provides

that the amount of such distribution which will no't, by virtue of this
section, be treated as a dividend may equal the estate, inheritance,
legacy and succession taxes (including any interest collected as a part
of such taxes) imposed because of such decedent's death. This
provision corresponds to section 115i (g) (3) of existing law.
Paragraph (2) conforms to the new provision added by the House

bill andpermits application of section 303 also to amounts distributed
to the extent of the amount of the funeral and administration expenses
allowable as:deductions to the estate under section 2053 (or under
section 2106 (a)(i) 'in the case of an estate of a decedent nonresident
not a citizen of the United Stat.). .

Subsection (b) sets forth specific limitations on the application of
subsection (a). Under paragraph (1)'of subsection (b), it is provided
that subsection (a) shall apply- only to amounts distributed after,:the
decedents :death and within the tine specified under subparagraphs
(A) and (B).
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Under ssubparfngraph (A) of 'paragraph (1), it is set forth that the
amount involved must be distributed within the period of limitations
provided in section 6501 (a) for the assessment of Federal estate tax
(determined without the application of any provision other than
section 6501 (a)) or within 90 days after the expiration of such period.
This subl)paragraph, in effect, requires the period: within which the
rcdcmp)tion must be ma y not (subject to the provisions of subpar-
ngraph (B)), exceed 3 years and 90 days from the date set for filing of
the estate tax return irrespective of any other period which would
otherwise operate to extend the period of limitations.

Subparagraph (B) provides a special rule extending the period pro-
vide(d under subparagraph (A) if a petition for redetermination of a
deficiency in such estate tax has been filed with the Tax Court within
the time prescribed in section 6213. In such case, section 303 shall
apply to amoufits distributed 'at any time before the expiration of 60
(ays after the decisionn of the Tax Court becomes'final. Subparagraph
(B) has reference solely to bona fide contests in the Tax Court. This
subparagraph is not intended to apply in the case of a petition of
redeterminination of a deficiency which is initiated solely for the purpose
of extending the period within which section 303 would otherwise be
applicable.

Paragraph (2) of subsection (b) represents an expansion of existing
law by incorporating unfider subparagraph (A) the percentile limitation
under section 115 (g) (3) enacted as a part of the: Revenue Act of 1951
(35 percent of the gross estate) and in subparagraph (B) incorporating
the original percentile limitation enacted as part of the Revenue Act
of 1950 (50 percent of the net estate). Thus, stock of a corporation
will qualify for treatment under section 303 either if the value of the
stock for estate tax purposes comprises more than 35 percent of the
value of the gross estate of such decedent, or if such value comprises
more than 50 percent of the net estate oi such decedent.

Paragraph (2) of subsection (b) makes another expansion of section
115 (g) (3) of the 1939 Code by permitting, in certain instances, stock
of 2 or more corporations to qualify as 1 corporation for the purposes
of computing the percentile requirements under subparagraphs (A)
and (B). Thus, stock of two or more corporations shall be treated as
a stock of a single corporation for purpose of subparagraphs (A) and
(B), to the extent that (with respect to each of such corporations)
more than 75 percent in value of the oustanding stock is includible
in the gross estate. For example, if the estate of decedent X presents
the following facts:
Gross estate---------------------------------------------- $1,00, 000
Net estate--------------------------------------------------- 750, 000

Vlu o1 s kofercsttc'
Stock ol corporations Includiblo in gross estate lncludiblo in stockn1ludlblogross state in gross estate

Corporation A ............................................... $3 0, 0N 60
Corporation 13................ .....................- 300,000 100
Corporation 0..................................... 2t, 000 100

- .

Corporations B and C, but not corporation A, would for the purposes
of section 303 be treated as stock of a single corporation. In con-
sequence, a redemption of the stock of corporation A would not

9.869604064
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qualify With respect to the percentile requirements of section 303
(b) (2) (A) or (B) since the value of stock of corporation A includible
in the gross estate is less than 35 percent of the grossestate ($525,000)
and also less than 50 percent of the net estate ($375i000). In the case
of corporations B and 0, a, redemption of the stock of either would
qualify under section 303 (b) (2) (A)since the value of both corpora-
tions treated as a single corporation includible in the g'frss estate
($550,000)' exceeds 35 percent of the gross estate ($525,000) and also
since such value-exceeds 50 percent of the net estate ($375,000).
Your committee has added a new provision in subparagraph (B) of

paragraph (2) that for the purpose of the 75 percent requirement in
that subparagraph, stock which at the death of the decedent rep-
resents the interest of the surviving spouse in property held by the
decedent and the surviving spouse as community property, shall be
treated as having been included in the gross estate of the decedent.
Under subsection (c), your subcommittee has further expanded the

application of existing law and section 303 of the House bill that if
after the death of a decedent his estate receives stock whose basis is
determined by reference to, or by allocation of, the basis6of the stock
which was included in the gross estate, then section 303 will applyIo a
redemption of the new stock, to the same extent section 303 would have
applied to the redemption of the old stock, within the time limitations
described in subsection (b) (1). This subsection represents an expan-
sion of section 115 (g) (3) of the 1939 code, as well as section 303 of
the House bill. This subsection applies notwithstanding the pro-
visions of section 306.
Section 304. Redemption through use of related corporations

Section 304 corresponds to section 304 of the House bill and incor-
porates the substance of section 115 (g) (2) of existing law. As in
the House bill, the principle of section 115 (g) (2) is expanded to
include cases of so-called "brother-sister corporations." The effect of
the operation of section 304 is to characterize as redemptions distribu-
tions which are cast in the form of sales., The distributions in redemp-
tion shall be examined for taxability subject to the rules of sections
302 (relatiiig to distributions in redemption of stock) and 303 (relating
to distributions in redemption of stock to pay death taxes).

Subsection (a) sets forth the new general rule added by this section
by providing in paragraph (1) that in any case in which 1 or more
persons who are in control of each of 2 corporations (brother-sister
corporations) sell the stock of.one of the corporations to another of such
corporations the proceeds of such sale shall be considered to be an
amount distributed in redemption of the stock of the corporation which
purchased the stock. The stock thus acquired will be treated as a
contribution to the capital of the acquiring corporation made by such
shareholder, and accordingly will take as its basis the basis in the
hands of the shareholder.
The general rule of present law, preserved in the parent-ubsidiary

area, is set forth in paragraph (2). Under this rule, supplemented by
subsection (b) (2) (B), if a subsidiary corporation purchases out-
standing stock of its parent the-proceeds of such sale shall be con.
sidered to be first a distribution by the subsidiary to the parent and
then immediately thereafter a distribution by the parent corporation
in redemption of its own stock.
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Subsection (b) contains special rules for the application of sub-
section (a). Paragraph (1) of subsection (b) states a rule for the
purpose of applying section 302 (b):(relating to redemptions of stock
treated as exchanges). In the case of any acquisition of stock to
which. sCtion 302 (a) a plies,deteincations as to whether the
acquisition is, by virtUe of section 302 (b), to be treated as a distribu-
tion ill part or full payment in exchange for such stock because such
redemption is: (1) not equivalent to a dividend, (2) substantially
disproportionate, (3) in complete termination of an interest, or (4) is
made with respect to stock of certain railroad corporations shall be
made by reference to the stock of the corporation issuing the stock
purchased. In applying section 318 (a) (relating to constructive
ownership of stock) with respect to section 302 (b) for purposes of this
paragraph, section 318 (a) (2) (C) shall be applied without regard to
the 50 percent lililtation contained therein.
Paragraph (2) of subsection (b) contains a rule for determining the

amount constituting a dividend. Subparagraph (A) states that in
the case of any acquisition of stock to which paragraph (1) (and not
paragraph (2)) of subsection (a) applies (relating to brother-sister
corporations) the determination of whether a sale of stock, treated as
a redemption, is a dividend shall be made solely by reference to the
earnings and profits of the acquiring corporation.

Subsection (c) provides that control, for purposes of this section
means the ownership of stock possessing at least 50 percent of the
total combined voting power of all classes of stock entitled to vote,
or at least 50 percent of the total value of shares of all classes of
stock. It is possible under this definition for 4 unrelated share-
holders to be in control of a corporation, i. e., 2 shareholders may
own 50 percent of the total combined voting power and 2 share-
holders own 50 percent of the total value of the shares.

If a person is in control (within the meaning of the preceding
sentence) of a corporation which in turn owns atleast 50 percent of
the total coml)ined voting power of all stock entitled to vote of another
corporation, or owns at least 50 percent of the total value of the
shares of stock of another corporation, such person will be deemed
to be in control of such other corporation. For example, if individual
X owns 50 percent of tlio total combined voting power of corporation
A, which in turn owns 50 percent of total combined voting power of
corporation B, X will be deemed to be in control of corporation B.
Paragraph (2) of subsection (c) provides that the rules of section

318 (a) (relating to constructive ownership of stock) shall be applica-
ble for purposes of determining control under paragraph (1) of sub-
section (e). For purposes of the preceding sentence section 318 (a)
(2) (C) shall be applied without regard to the 50 percent limitation
contained therein.
SectioTn 305. Distributions of stock and stock rights

Section 305 of the bill corresponds in part to section 305 of the
House bill and provides the basic rule for tax treatment to a share-
holder receiving a distribution of stock or stock rights from a cor-
poration as a dividend. The scope of this section is considerably
narrowed from the House version of section 305 and is limited to the
effect at the shareholder level of distributions of dividends in stock
and stock rights of the corporation in which the taxpayer is a share-
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holder. Unlike the House bill, the section does not relate to stock
distributions received in connection with exchanges in a reorganiza-
tion to which stioion 354 applies (dealing with exchanges of stock in
ccrtain reorganizations) nor with distributions of stock of a controlled
corporation to which section 355 applies.
The general rule of section 305, set forth in subsection (a), provides

that except where the distribution is "in lieu of money," no amount
shall be includible in income upon the receipt by a shareholder from
a corporation, of shares of its stbo(k, or its stock rights, which are
issued with respect to the stock held by such shareholder. Although
section 305 in its function generally corresponds to section 115 (f) of
the 1939 code, the rule of section 115 (f) (1) of existing law is changed
under section 305 to eliminate (with exceptions provided in subsec-
tion (c)) shareholder taxation upon the receipt of stock, or stock
rights. In this respect, the problems involved in the line of court
decisions such as Koshland v. Helvering (298 U. S. 441); Helvernng v,
Gowran (302 U. S. 238); Wiegand v. Commissioner (194 F. 2d 479),
etc., wherein the taxability of a stock distribution is dependent upon
whether the proportionate interest of the shareholder in the cor-
poration has been altered, are eliminated.

Subsection (b) of section 305 which corresponds in part to section
115 (f) (2) of existing.law provides an exception to the rule of sub-
section (a), for distributions in lieu of money. Under paragraph. (1)
of subsection -(b) a distribution of stock or rights to:acquire stock is
treated as a distribution of. property to which section 301 applies if
the distribution is made in discharge of.preference dividends on stock
of the corporation for the taxable year of the distribution or for the
preceding.taxable year. Under paragraph (2) of subsection (b), if the
distribution of stock or stock rights is, at the election of any of the
shareholders, payable either in such stock (or stock rights) or property
the distribution, without regard to whether the election is exercised
before or after the dividend declaration, will likewise be treated as a
distribution of property to which section 301 applies. The amount
of such distribution will be measured by reference to the property
subject to the election.
Section 806. Dispositions of certain stock

Section 306 of your committee's bill represents a substantially
different approach to the problem of the so-called preferred stock
bail-out from that found in the House'bill. The House bill deferred
its sanction on the use of preferred stock as a means of removing
earnings from a corporation at the rates applicable to capital gains
until the time of its redemption, regardless of whether the shareholder
redeeming the stock was the original recipient. Undor your. com-
mittee's approach, on the other hand, the original recipient of the
dividend stock is, in general, taxed on its disposition as if there had
been a cash, rather than a stock, distribution to him in the first
instance.
Your committee introduces a new term into the tax law, 'section 306

stock." In general, section 306 stock is preferred stock isstied as a
stock dividend, whether in connection with a corporate reorganiza-
tion or otherwise, at a time when the issuing corporation has ear ings
and profits.
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Subsection (a) of section 306 prescribes the general rules as to the
tax treatment of the disposition or redemption of section 306 stock.
Paragraph (1) relates to dispositions of such stock other than by re-
demption. The term disposition includes sales and also includes
pledges of the stock under certain circumstances, particularly where
the pledgee can look only to the stock itself as his security. If the
section 306 stock is sold the amount realized is treated as gain from
the sale of property which is not a capital asset to the extent of the
stock's ratable share of earnings and profits of the issuing corporation
at the time of its distribution. Thus, assume that a shareholder owns
1,000 shares of the common stock of a corporation and that they are
the only shares of its stock outstanding. Assume also that the share-
holder acquires 1,000 shares of preferred stock with a fair market
value for each share of $100 issued to him as a dividend on his common
stock at a time when the corporation has $100,000 in accumulated
earnings. There is no tax to the shareholder at the time of receipt
of the stock but it is characterized as section 306 stock. If it is sold
for $100,000 the shareholder will be taxed on the entire sale proceeds
at the rates applicable to ordinary income.
The determination of the section 306 'stock's ratable share of earn-

ings at the time of its distribution is to be made in accordance with
its fair market value at such time. It should also be noted that it
would be immaterial that $100,000 were distributed to the stock-
holder as a dividend on his common stock subsequent to the distribu-
tion of the stock dividend. The stock dividend is nevertheless sec-
tion 306 stock because of the corporate earnings in existence at the
time of its distribution. A shareholder may, in such a case, only dis-
pose of his section 306 stock through redemption by the issuing corpo-
ration and thereby avoid its inherent ordinary income characteristics.
See discussion of paragraph (2) of subsection (a), below.
Subparagraph (B) of paragraph (1) provides that if the amount

received from the sale of section 306 stock exceeds the amount treated
as ordinary income, such excess, shall, to the extent of gain, be ac-
corded capital-gain treatment. Thus, if in the preceding example the
stock had been sold for $110,000 (instead of $100,000) the $10,0C0
would be taxed at the rates applicable to capital gain. Subparagraph
(C) of paragraph (1) provides that in no event is any loss to be allowed
with respect to the sale of section 306 stock.

Paragraph (2) of subsection (a) provides that if the section 306
stock is redeemed the amount realized is to be treated as a distribution
of property to which section 301 applies. Thus, if the section 306
stock was distributed at a time when there was an amount of corpo-
rate earnings attributable to it equal to its full fair market value at
that time, but if there are no corporate earnings, accumulated or
current, at the time of redemption, the amount received on redemp-
tion of section 306 stock would be treated under section 301 as a
return of capital. No loss would be allowed in such a case under
section 301.

It should be noted that where section 306 stock is redeemed the
rules of section 302 (a) and (b), relating to cases where amounts
received in redemption of stock will be taxed at capital gain rates, are
not applicable. Section 306 operates independently of section 302 and
contains its own rules concerning instances where your committee
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does 'not consider it appropriate to tax proceeds received with respect
to section 306 stock at the rates applicable to ordinary income.
Subsection (b) of section 306 sets forth the cases excepted from

your committees general treatment of section 306 stock.. 'Paragraph
(1) (A) provides that if a shareholder sells his entire stock interest in
the corporation (to a person other than one through whom the owner-
ship of the stock would, under section 318, be attributed back to him)
tile sale shall be treated as a sale or exchange of property; that is, a
capital asset, or noncapital asset, depending on the manner in which
it is held (as inventory or otherwise) by the seller.
Subparagraph (B) provides that if the complete termination is

effected by means of the redemption route, rather than sale, then the
redemption is treated as one to which section 302 (b) (3) applies.
Thus, the rules of constructive ownership of stock among members
of a family are waived to the same extent provided in section 302 (c)
(2). Accordingly, if a shareholder redeems all his section 306 stock,
together with the stock with respect to which it was distributed, the
tax consequences of such a redemption (or subsequent reacquisition
of an interest) are to be governed by section 302 (b) (3), as supple-
mented by section 302 (c) (2).

Paragraph (2) of subsection (b) excepts from the general rules of
this section, redemptions of section 306 stock pursuant to a partial
or complete liquidation, within the meaning of part II of this sub-
chapter. In the case of a partial liquidation your committee con-
templates a contraction of the corporate business so that it is imma-
terial that the distribution in partial liquidation is with respect to
section 306 stock. A bona fide contraction of the corporate business
is not considered a means of distributingg corporate earnings to share-
holders at capital gains rates.

Paragraph (3) of subsection (b) excepts from the general rules of
this section, transactions with respect to which gain or loss is not
recognized. In addition to the receipt of stock in exchange for
section 306 stock pursuant to a reorganization, your committee
intends to include exchanges to which section 1036 (corresponding
to section 112 (b) (2) of the 1939 Code) applies. However, in the case
of a reorganization, unless the stock received:in exchange for the sec-
tion 306 stock is common stock; it will' also be characterized as section
306 stock by. reason of section 306 (c) (1) (C). This last provision
will also characterize'as section 306 stock, stock received in an exchange
to which section 1036 relating to certain exchanges of stock for stock
applies where the exchanged stock was section 306'stock.
Paragraph (4) of subsection (b) excepts from the general rule of

subsection (a) those transactions .not in avoidance of this section
where it is established to the satisfaction of the Secretary that the
transaction was not in pursuance of a- plan having as one of its prin-
cipal purposes the avoidance of Federal income tax. Subparagraph
(A) of this paragraph applies to cases where the distribution itself,
coupled with the disposition or redemption was not min pursuance of
such a plan. This subparagraph is intended to apply to the case of
dividends and isolated dispositions of section 306 stock by minority
shareholders who do not m the aggregate have control of the dis-
tributing corporation. In such a case it would seem to your com-
mittee to be inappropriate to impute to such shareholders an inten-
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tion to remove corporate earnings at the tax rates applicable only to
capital gains.

Subparagraph (B) of subsection (b) '(4) applies to a case where the
shareholder has maddea prior or simultaneous disposition (or redemp-
tion) of tile underlying stock with respect to which the section 306
stock was issued. Thus if a shareholder received a distribution of
100 shares of section 306 stock on his holdings of 100 shares of voting
common stock in a corporation and sells his voting common stock
before lie disposes of his section 306 stock, the subsequent disposition
of his section 306 stock would not ordinarily be considered a tax
avoidance disposition since he has previously parted with the stock
which allows him to participate in the ownership of the business.
However, variations of the above example may give rise to tax
avoidance possibilities which are not within the exception of sub-
paragraph (B). Thus if a corporation has only one class of common
stock outstanding and it issues stock under circumstances that
characterize it as section 306 stock, a subsequent issue of a different
class of common having greater voting rights than the original
common will not permit a simultaneous disposition of the section
306 stock together with the original common to escape the rules of
subsection (a) of section 306.

Section 306 (c) sets forth the definition of section 306 stock. Para-
graph (1) (A) of subsection (c) provides that section 306 stock is any
stock (other than common stock issued with respect to common stock)
distributed to the seller thereof, if by reason of section 305 (a) any
part of such distribution was not includible in the gross income of
tile shareholder. Thus, a stock dividend (other than a dividend in
common stock issued with respect to common stock) is considered
section 306 stock. A common stock dividend issue, with respect to
arrearages on preferred stock would be section 306 stock if otherwise
not taxable as being in lieu of currently owing dividends on such
stock.

Subparngrnph (B) of paragraph (1) of subsection (c) provides that
stock received in connection with a plan of reorganization within the
meaning of section 368(a), or in a disposition or exchange to which
section 355 applies, is section 306 stock, if the effect of the transaction
was substantially the same as the receipt of a stock dividend. The
subparagraph also makes it clear that section 306 stock exchanged for
section 306 stock shall retain its characteristics. This subparagraph
provides that common stock received as a result of a corporate reor-
ganization or separation shall not be considered section 306 stock in
any event. Thus, the shareholder is always permitted an opportunity
to downgrade preferred stock characterized as section 306 stock in his
hands by causing a, recapitalization and exchange of such stock for
common stock.
Subparagraph (C) provides that' section 306 stock includes stock

the basis of which in the hands of the shareholder selling or otherwise
disposing of such stock is determined by reference to the basis of sec-
tion 306 stock. Subparagraph (C) however, is limited to cases other
than those to which subparagraph (B) is applicable, that is, the reor-
ganization type of case which would otherwise be within this subpara-
graph. Under this subparagraph common stock could be section 306
stock. Thus, if a person owning section 306 stock transfers it to a

corporation controlled by him in exchange for common stock, the com-
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mon stock received would be section 306 stock in his hands and subject
to the rules of subsection (a) on its disposition. Subparagraph (0)
also would remove from the category of section 306 stock, stock
owned by a decedent at death since such stock takes a new basis under
section 1014.
Paragraph (2) of subsection (c) excepts from the definition of sec-

tion 306 stock any stock no part of the distribution of which would
have been a dividend at the time of distribution if money had been
distributed in lieu of the stock. Thus, preferred stock received at the
time of original incorporation would not be section 306 stock. Also
stock issued at the time an existing corporation had no earnings and
profits would not be section 306 stock.
Subsection (d) provides that stock rights shall be treated as stock

for purposes of this section and if stock is acquired through the exer-
cise of stock rights, such stock shall be treated as section 306 stock to
the extent the rights themselves had the character of section 306 stock
at the time of distribution.
Subsection (e) provides that for purposes of determining whether

stock is within the definition of section 306 stock and is later exchanged
for common stock in the same corporation, whether or not such ex-
change is pursuant to a conversion privilege contained in the section
306 stock, shall be considered as removed from the. section 306 cate-
gory. This rule would apply in cases to which subsection (o) (1) (B)
does not apply, that is, any exchanges which may not be considered
recapitalizations. Paragraph (2) of subsection (e) provides that com-
mon stock with respect to which there is a. privilege of converting into
stock other than common stock or property, shall not be treated as
common stock. This rule is an exception to the rule described in
paragraph (1) of this subsection. In such case it is immaterial whether
the conversion privilege is contained in the stock or in some type of
collateral agreement.
Subsection (f) of section 306 is intended to make clear that where

section 306 stock is disposed of by a nonresident alien or foreign
corporation it will be treated as if the amount of the proceeds had been
received from the corporation as a dividend at the time of the distribu-
tion of the section 306 stock. If the amount is determined to be
derived from sources within the United States, the amount shall be
considered to be fixed or determinable annual or periodical gains,
profits and income within the meaning of section 87 (a) or section
881 (a), relating, respectively, to the tax on nonresident alien indi-
viduals and on foreign corporations not engaged in business in the
United States.
Subsection (g) of section 306 is intended to prevent the avoidance of

this section by changes in the terms of the stock. Thus, this section
is intended to prevent the issuance of low value stock, in order to limit
the amount of corporate earnings to be assigned to it at the time, and
a subsequent change in istestrs to render it more valuable. In such
a case the value of the stock and its ratable of earnings shall be
redetcrmined at the time of the change in terms and conditions of the
stock. If the value is greater or the ratable share of earnings is higher
at that time, then the inherent ordinary income characteristics of the
stock shall be revised to reflect conditions at tlhe time of the change.

Subsection (g) (3) clarifies the application of subsection (c) (2) to
the kind of case described. Subsection (c) (2) does not characterize
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stock as section 306 stock in aniy event when there are no earnings
anld profits at the time of its distribution. Accordingly, subsection
(c) (2) does not apply unless tlhe stock meets the requirements of such
subsection both at the time of such distribution and at the time of
su(chl change.

Subsection (h) removes from the application of this section stock
which is received in a distriibution.or reorganization to which the
Internal Revenue Code of 1939 applies, even though such stock would
l)e considered section 306 stock if this code applied to the distribution
or reorganization. For example, section 393 (b) (2) allows an elec-
tion to have the Internal Revenue Code of 1939 apply to certain
reorganizations with respect to which a ruling was requested of the
Secretary before June 18, 1954. If this election is made, stock which
would otherwise be section 306 stock will not be characterized as such
even though distributed some time in 1955. Subsection (h) also
provides that the tax treatment of the disposition or redemption 6f
this stock slihall be determined as if tile Internal Revenue Code of
1939 (tas modified by thle 1954 Code without regard to section 306)
continued to apply in respect of such disposition or redemption.

T'he removal, in effect, of existing stock issues: from the application
of section 306 is not intended as a commentary upon existing law in
the preferred stock bail-out area.
Section 807. Basis of stock and stock rights acquired in distributions

Thlis section corresponds to section 307 of the House bill and section
113 (a)1(9) of the 1939 Code. However, your committee has limited
the application of section 307 to distributions of stock and stock rights
to whicl- section 305 (a) applies. Unless subsection (b) applies and
the distribute elects within its rules, the basis of the stock (called
"old stuck") in respect of which the distribution of stock and stock
rightsi(called "new stock") is made shall be allocated under regulations
prescribed by the Secretary or his delegate, between the "old stock"
and the "new stock."

Sublsection (b)- describes a special rule for the treatment of certain
stock rights, which is the same as the rule described in section 307 (b)
of the House bill.

Paragraph (1) of subsection (b) sets forth the general rule that if
rights to acquire stock are received, and the fair market value of such
rights is less than 15:pdrcint of the fair market value of the stock with
respectt to which such rights were distributed, then the basis of such
'rights sii'il te zero, unless the taxpayer elects, as provided in para-
graph (2) of subsection (b), to determine such basis under the method
of allocation provided in subsection (a). Paragraph (2) of subsection
(b) sets forth rules respecting the election to allocate basis under
subsection (a). Such paragraph provides that the election shall be
made in the return for the taxable year in which the rights were
received. Such election shall be irrevocable when made and shall be
made in such manner as the Secretary or his delegate may by
regulations prescribe.
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SUBPART B-EFFECTS ON CORPORATIONS

Section 311. Taxability of corporation on distributions
Sect-ion 311 corresponds to section 308 of the House bill and provides

rules for the tax treatment to a corporation upon the distribution by
it of property to its shareholders.
While no .statutory counterpart for section 311 appears in the 1939

Code certain court decisions have been considered to hold that a

corporation realizes no gain or loss upon a distribution of property to
its shareholders. Section 311 incorporates this general rule but,
through three exceptions appropriate safeguards are provided to
prevent tax avoidance.

Subsection (a) of section 311 accordingly provides that no gain or
loss shall be recognized to a corporation on the distribution with
respect to its stock of stock or stock rights, or property. Thus, the
fact that the property distributed has appreciated or depreciated in
value over its adjusted basis to the distributing corporation will in
no way alter the application of subsection (a). Your committee does
not intend, however, through subsection (a), to alter existing law in
the case of distributions of property, which has appreciated or depre-
ciated in value, where such distributions are made to persons other
than shareholders or are made to shareholders in a capacity other
than that of a shareholder. For example, distribution of property
made to a shareholder in his capacity as a creditor of the distributing
corporation is not within the rule of subsection (a). Likewise your
committee does not intend to change existing law with respect to
attributi6on'of income of shareholders to their corporation as exem-
plified for example in the case of Commissioner v. First State Bank of
Stratford (168 F. 2d 1004, cert. den. 335 U. S.).
Subsection (b) of section 311 excepts from the general rule certain

distributions of LIFO inventory. Paragraph (1). provides that if' a
corporation inventorying goods.uunder the method provided in. section
472 (relating to last-in, first-out inventories) distributes "inventory
assets", then the amount of gain determined under subparagraphs (A)
and (B) shall be treated as gain to the corporation recognized from
the sale of such inventory assets.
Subparagraphs (A) and (B) of paragraph (1). provide that the

amount of the gain shall be the amount by which (A) the "inventory
amount" of such assets determined under a method of inventorying
goods other- than -the L-IFO method (authorized by section 471)
exceeds the "inventory amount" of such assets determined under the
LIFO method (provided in section 472)..

Paragraph (2) (A) defines the term "inventory assets" .to mean
stock in trade of -the corporation, or other property of a kind which
would.pro.perly be included in the inventory of the corporation' if on
hand at the close of the taxable year.
Paragraph (2)"(B) defines the term "inventory amount" to mean,

in the case of inventory assets distributed during a taxable year, the
amount of such inventory assets determined as if the taxable year
closed at the time of such distribution.
Paragraph (3) of subsection (b) provides that the inventory amount

of assets under a method authorized by section 471, i. e.; a method
other than the LIFO method, shall be determined under the. retail
method of valuing inventories if the corporation uses the retail method
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for the year of the distribution, or under the method of the lower of
cost or market if the corporation does not so use the retail method.

Subsection (c) of section 311 corresponds in part to section 308
(c) of the House bill. It is here provided that in any case in which
property is distributed to a shareholder with respect to his stock
and such property is either subject to liability or the shareholder
assumes a liability of the corporation in connection with the distri-
bution and the amount of such liability exceeds the adjusted basis
(in the hands of the distributing corporation) of such property, then
gain shall be recognized as provided in this subsection. The amount
of gain so recognized to the distributing corporation shall be an
amount equal to the excess of the liability over such adjusted basis
as if the property had been sold at the time of the distribution by
the corporation. Thus, if property which is a capital asset having
an adjusted basis to the distributing corporation of $100 and a fair
market value of $1,000 (but subject to a liability of $900) is dis-
tributed to a shareholder, such distribution is taxable (as long or
short term gain as the case may be) to the corporation to the extent
of tile excess of the liability ($900) over the adjusted basis ($100)
or ($800). If the property subject to a liability were not a capital
asset in the hands of the distributing corporation the gain would be
taxable at rates applicable to the sale of noncapital assets. This
latter distinction between the type of gain realized represents a
change from the provisions of section 308 (c) of the House bill.
Section 312. Effect on earnings and profits

This section of your committee's bill corresponds to section 3i0 of
the House bill and contains the rules applicable generally to subchapter
C for determining adjustments to corporate earnings as a result of
distributions pursuant to the various types of transactions described
in such subchapter.

Subsection (a) provides the general rule for adjustments to earnings
where property is distributed. If the distribution is in cash the earn-
ings are decrease(l by the amount of such cash, and if it is in an obliga-
tion of the distributing corporation, the earnings are decreased by the
principal amount thereof. If the distribution is in property the
amount of the decrease is by the adjusted basis of such property. This
rule is applicable whether the property has appreciated or depreciated
in value. Thus, if property with a value of $100 is distributed but
if there are only $75 of earnings and profits from which the distribution
can be made, the taxable amount will be only $75. If the property
cost the corporation only $50, however, its earnings and profits will
be reduced only by $50, and $25 will remain in its earnings and profits
account.
The House report indicated that this rule clarified existing l.w.

Subsequent to the date of the House report two court decisions have
taken a position to the contrary. Commissioner v. Fannie Hi'shon
Trust (C. A. 2d, May 17, 1954). and VCommissioner v. Estate of Ida S.
Godley (0. A. 3d, May 28 1954). In view of these decisions your
committee does not intend any implication from the enactment of
section 312 (a) with respect to the effects of a distribution of property
on earnings and profits and on the shareholders under the 1939 Code.

Subsection (b) of section 312 provides for an upward adjustment of
earnings and profits where appreciated inventory Msets'are distributed,
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notwithstanding the status of existing law with respect to such dis-
tributions or distributions of other types of assets. Paragraph (1)
provides that if inventory' assets, as defined in paragraph (2), are dis-
tributed and if its fair market value exceeds its basis, then the cor-
porato earnings shall be increased by the amount of such excess, and
shall be decreased by the lesser of its fair market value or the earnings
and profits (so increased). Your committee clarified this provision
as it appeared in the House bill to insure that the required adjustments
would not create a deficit in earnings and profits.
Paragraph (2) of subsection (b) defines inventory assets to mean

(A) those items normally included in inventory and property held
primarily for sale to customers, and (B) unrealized receivables or fees
from sales or exchanges of assets other than inventory assets. Un-
realized receivables or fees means rights to payment for assets other
than capital assets or rights to payment for services. The House bill
included in the definition of inventory assets, for the purpose of this
subsection, certain depreciable business property. The inclusion of
these assets was part of the solution to the collapsible corporation
problem proposed in the House bill. . Since your committee's bill
contains a different solution to this problem,.-it appears appropriate
to remove such assets from the definition of inventory assets.

Subsection (c) provides for proper adjustment to the earnings and
profits where property distributed is subject to a liability, where the
distribute assumes a liability in connection, with the distribution,
and for cases where gain is recognized to the distributing corporation.
under section 311 (b)..or (c), relating to distribution of LIFO inventory
and property. subject to indebtedness in,excess of its basis. In lieu
of providing detailed statutory rules for these, cases;, your committee
considers it appropriate that the rules be supplied by regulations.

Subsection (d) (1) 'corresponds to section 115 (h) of existing law
and provides in general that the distribution of stock or securities
by a corporation shall not be considered a distribution of earnings
and profits. Subparagraph (A) provides that this rule shall apply if
no gain to the distributee was. recognized. Thus a distribution of
stock in lieu of currently owing dividends on preferred stock would be
considered a distribution of earnings, since gain is recognized to the
distributee in such a case under section 305 (b). Subparagraph (B)
provides that. the general rule of this paragraph shall also apply to
cases under section 305 (a), for example, a dividend in common stock
on common.
Paragraph (2) of subsection (d) retains in the new Code the effect

of section 115 (h) for years prior to the effective date of the new Code
since corporate earnings are a continuing concept and transactions
of earlier years must be taken into account to determine the amount
of earnings on hand at some futu re time.. , ,

Paragraph (3) makes it clear that stock or securities includes rights
to acquire stock or securities for purpose of the rules of subsection (d).;

Subsection: (e)' corresponds to the third sentence of section 115 (c)
of the existing Code. It makes clear that in the case of a partial
liquidation (regardless of when carried out); or a redemption to which
section 302 (a) applies, corporate earningA shall not be decreased by the
part of the distribution- properly chargeable to capital account. It
is intended that the adjustments required an account of redemptions
to which sections 302 (a) and 303 apply, shall also be made if those
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sections apply to the transaction by reason of section 304 (relating to
redemption through the use of related corporations).

Subsection (f) repeats section 116 (1) of the 1939 Code and section
310 (e) of the House bill which relate to the effect on earnings and
profits of gain or loss and of receipt of tax-free distributions. No
change is intended in the rules of existing law. Subsection (f) (2) (B)
has beon amended, however, to conform to the new rule in section
307 (b) with respect to the elective allocation of stock basis to stock
rights distributedd on such stock. Wherdetheterm, "taxable dividend,"
is used in subsection (f) (2) it is intended that for years to which this
Code is applicable is shall mean "treated as a dividend" in order that
section 116, relating to partial exclusion of dividends received by
individuals, will not vary the results iinder this subsection.

Subsection (g) repeats section 115 (m) of the 1939 Code and section
310 (g) of the House bill. This section relates to the effect on earnings
and profits of increase in value of property accrued prior to March 1,
1913. No change from existing law is intended.
Subsection (h) repeats section 394 (d) and section 310 (g) of the

House bill. This section relates to earnings and profits of certain
personal service corporations. No change in existing law is intended.

Subsection (i) of section 312 replaces section 310 (c) of the House
bill. The House bill provides detailed rules for allocating earnings
and profits where there is a corporate separation. Your committee
provides that the allocation in such cases shall be made under regula-
tions. Thus, in a distribution or exchange to which section 355
applies (or so much of sec. 356 as relates to sec. 355), it is intended
that the Secretary (or his delegate) shall have the power to provide
for proper allocation of the earnings and profits of the distributing
corporation to the controlled corporation (or corporations). As a
result of such allocation, in no case may the earnings and profits of
a corporation exceed its total net worth.

In a distribution or exchange to which section 355 applies and
which is pursuant to a reorganization as defined under section 368 (a)
(1) (D) (and takes place immediately after the corporate transfer of
assets) the principle of the Sansome case (Commissioner v. Sansome,
60 F. 2d, 931 C. A. 2d (1932) cert. den., 287 U. S. 667) 'will be applied
to allocate a portion of the earnings and profits of the distributing
corporation to the controlled corporation. However, no deficit of a

distributing corporation will ever be allocated to a controlled corpo-
ration.

In a distribution or exchange to which section 355 applies, but
which is not pursuant to a reorganization within the terms of section
368 (a) (1) (D) the earnings and profits of the distributing corporation
shall-be'decreased by the same amount as they would have been if,the
distributing corporation had transferred the stock of the controlled
corporation to a new corporation in a reorganization to which section
368 (a) (1) (D) applied and immediately thereafter distributed the
stock of such new corporation. In no case shall the earnings and
profits of the controlled corporation after the distribution be less than
the amount by which the earnings and profits of the distributing
corporation are decreased. Whenever the earnings and profits of the
controlled corporation, the stock of which is distributed or exchanged,
are less than this amount (as well as when such corporation has a
deficit) the earnings and profits of the controlled corporation shall be
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so increased as to equal this amount. On the other hand, if the
earnings and profits of the controlled corporation are more than this
amount, they shall not' be either decreased or increased. In no case
shall any part of a deficit of the distributing corporation be -allocated
to a controlled corporation.
Subsection (j) which has no. counterpart in the House bill relates to

the adjustment of earnings and profits on account of the distribution
of proceeds of a loan insured by the United States. It provides that
when property is distributed, the earnings and profits shall be increased
by the excess of United States Government insured loans outstanding
over the adjusted basis of the property, determined without regard to
any adjustment under section 1016 (a) -(2) relating to the depreciation,etc., upon distributions of property by the corporation. It is intended
that the property distributed not be restricted to the loan proceeds,
but includes any distribution, whether or not equal in amount to the
excess of the loan over the adjusted basis.
To the extent that any distribution exceeds the excess of the loan

over those adjusted basis, earnings and profits not arising out of the
increase herein provided may be decreased, and if no other earnings
and profits are available, the capital may be decreased. It is intended
that as long as such loan is outstanding, the value of any distribution
shall be treated as a dividend to: the shareholder to the extent that
it does not exceed the excess of the loan over the adjusted basis. In
no case may an accumulated deficit in earnings and profits of the
corporation be used to reduce the increase in earnings and profits to
be made under this section, ..

It is intended that the subsection shall apply with respectt to a loan
made, guaranteed, or'insibred by any agency or instrumentality 'of the
United States, including the Federal Houlsing Adriinistration. 'For
this purpose -a commitment to guarantee or insure 'a loan shall 'be
treated as the making, guaranteeing, or insuring of a loan. The
subsection applies to 'distributions made on or after June 1i, 1954,
without regard .to wheh the loans may have been guaranteed, 'or
insured by the-United.States. ..
Your committee intends-that ino implication' be drawn"from1 the

enactment of this subsection withi respect to any decisi6on- made or
litigation pending under present law with respect 'to this subjectmatter,' whether or not such loans are made, guaranteed, or insured
by the United States, or with respect to any other provision of this
bill which may be relevant to the same subject matter, such as section
341, relating to collapsible corporations.

SUBPART C-DEFINITIONS; CONSTRUCTIVE OWNERSHIP
OF STOCKK

Section 316. Didend defined
Section 316 s`t6foiththe finiti6n of a dividedforththe f a for purpoes of th

subtitle. This definition corresponds generally to section 115 (a) apd
section, 11S(b)of thp Itraernml 'eyvenu,9CodJiod.0f 1939, anid to section

a rule bich,epe.tm? .?12 (a):oftie BIouee il'. or..tc-
mg tbe ^plpwfer'odf'cthi;ie qofPzwn<, (320d.co
616),: +, rule relAtes to the effect oaearnings,nd profit~ whaie:oe
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liability for Federal income taxes is the subject of a.bona fide contest
by a taxpayer using the accrual method of accounting.

Subsection (a) sets forth the general rule that the term "dividend"
means any distribution of property made by a corporation to its share-
holders out of its earnings and profits accumulated after February 28,
1913 or out of earnings and profits of the taxable year (computed as
of the close of the taxable year without diminution by reason of any
distributions made during the taxable year) without regard to the
amount of the earnings and profits at the time the distribution was
made.
The rule of section 115 (b) is adopted providing that every dis-

tribution, except as otherwise provided, is made out of earnings and
profits to the extent thereof and from the most recently accumulated
earnings and profits. To the extent that any distribution is, under
any provision of this subchapter, treated as a distribution of property
to which section 301 applies, such distribution shall be treated as a
distribution of property for purposes of this subsection.
Paragraph (1) of subsection (b) incorporates the provision of

section 115 (a) of existing law providing an exception to the definition
of a dividend in subsection (a) for certain dividends paid to policy-
holders by insurance companies.

Paragraph (2) of subsection (b) restates existing law under section
115 (a) of the Internal Revenue Code, relating to distributions by
personal holding companies, with conforming changes.
Section 317. Other definitions

Section 317 sets forth thOdefinitions of "property" and "redemption
of stock" for purposes of this part. The definitions of "participating
stock, "nonparticipating stock," and "securities" in the House bill
do not appear in your committee's bill.

Subsection (a) of this section defines propertyy" to mean money,
securities, and any other property except that the term does not
include stock in the corporation making the distribution (or rights to
acquire such stock).

Subsection (b) defines redemptionn of stock." For the purposes
of this part, stock shall be treated as redeemed by a corporation if
the corporation acquires its stock from a shareholder in exchange for
property, whether or not the stock so acquired is canceled, retired, or
held as treasury stock. In general your committee intends by this
subsection to make clear that the acquisition by a corporation of its
stock thereafter hold in the treasury of such corporation constitutes
a "redemption" of such stock. The House bill provided that a
distribution of property accompanying a reduction in the par or
stated value of the stock shall be treated (to the extent of the amount
of such reduction) as a distribution in redemption of stock. No
inference is to be drawn by the elimination of this provision in your
committee's bill as to the status of existing law in this area.
Section 818. Constructive oumership of stock

This section describes the area in which although in fact trans-
actions related to stockownership are in connection with a specific
individual, ownership of stock is deemed to be in the hands of persons
other than the person directly 'involved. Thus, for the purpose of
determining whether a redemption of stock qualifies as a dispro-
portionate redemption of stock within the meaning of section 802
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(b) (2), consideration is given not only to the stock held by such
person but also to stock owned by members of his family. For
example, if an individual,,A, owns 50 of the 100 outstanding shares
of the stock of a corporation and 11. shares are redeemed by the
corporation from him the 'amount received would !be treated as if
received i' connection with a disproportionate redemption and
accordingly would be treated as.if received in payment for such stock,
However, if the wife of A owns the other 50 shares of the corporation,
these rules provide that A shall be deemed to own all of the outstand-
ing shares and accordingly the redemption of 11 shares would not
qualify as a disproportionate redemption.
The area of constructive ownership includes members of- the family,

persons having interests in partnerships, estates, trusts, and cor-
porations, such partnerships, estates, trusts, and corporations and
stock held under an option.

In the family area (sec. 318 (a) (1)) an individual is deemed to own
stock owned by his parents, his children, and his grandchildren.
Thus, if an individual, H, owns 20 of the 100 outstanding shares of
stock of a corporation, his wife, W, owns 20 shares of such stock,
his son, S, owns 20 of such shares and his grandson, G, owns 20 of
such shares, H will be deemed to own 80 of such shares. W likewise
will be deemed to own 80 of such shares as will also S. However, the
grandson will be deemed only to own 40 of such shares, that is, his
own and his father's.
With respect to. partnerships, estates, trusts, and corporations,

(sec. 318 (a) (2) (A) and (B)) if a redemption is. made of the stock
of a partner, the application of the disproportionate redemption rule
will be made including in the stock ownership of the partner his pro-
portionate interest in stock owned by his partnership. Likewise, if
stock is redeemed from a partnership, such partnership will be deemed
to own all of the stock owned by the partners. In the case of trusts,
a similar rule applies, i. o., the beneficiary or grantor is deemed to
own his proportionate interest in the stock owned by the trust or
estate and the trust or estate is deemed to own all of the stock owned
by its beneficiaries or grantors. This rule applies to all estates and
all trusts including those relating to grantors and others treated as
substantial owners but does not apply to employees' trusts described
in section 401 (c) which' are exempt from tax under section '501 (a).
The attribution of ownership with respect to corporations is re-

stricted (sec. 318 (a) (2) (0)) to persons who own more than 50per-
cent in value of the stock of a corporation. In such case the individual
is deemed to own his proportionate interest in the stock owned by such
corporation and the corporation is deemed to own all of the stock
owned by him.

In any of the cases'above described where stock, though not owned,
is subject to an option, the holder of such option is deemed to own such
stock (se. 318 (a) (3)).- .

All of these rules may be applicable in a given case and for this
purpose constructive ownership is deemed to be actual ownership with
certain limitations. Thus, in the case in which an individual) H, owns
20 of the 100,outstandingshares of stock.f a corporation, hiswife.W,
owns 20 of Such shares. his eson, S, ow0i 20 of such hares, and his
grandson, G, owns a similar number of shares, the rules provide that
H, W, and S own; 80 shares, However, if the remaining 20 shares of
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stock are owned by a corporation wholly owned by H, then H, W,
and S will all be (Icomed to own the stock in fact owned by the cor-
poration. A similar result will follow if H is the sole beneficiary of
a trust or estate which owns such shares. This rule is provided by
section 318 (a) (4) (A).

Section 318 (a) (4) (B) provides an exception with respect to the
treatment of constructive ownership as actual ownership. Thus, it is
provided that stock constructively owned by reason of ownership by
another member of the family cannot be treated as owned by the per.
son to whom they are constructively charged for the purpose of attrib-
uting such ownershilp to a relative to whom under the rules provided
in section 318`(a) (1) such ownership is not directly attributable. For
example, in the case described above in which the grandson, G, owns
20 of the outstanding 100 shares his father, S, owns in fact 20 of such
shares but is deemed to own in addition the stock owned by his parents
H and W and his son. However, G is not deemed to own the stock of
H and W. A further example would be the case in which the stock
ownership of H, W, and S is the same as that described above but in
lieu of the grandson owning 20 shares the wife of S owns 20 shares.
In such case, H and W would be deemed to own 60 shares and S would
be deemed to own 80 shares because the stock owned by his wife would
be attributable to himwhliich stock would not however be attributable
to his parents, H and W.

Section 318 (a) (4) (C) provides a rule prescribing that when stock
is owned by an individual but is subject to an option the rules ap-
plicable to options shall apply in determining constructive stock
ownership. This rule has the effect of allowing constructive owner-
ship to b)o treated as actual ownership in order to avoid the effect of
section 318 (a) (4) (B).

PART II-CORPORATE LIQUIDATIONS
GENERAL

Part II of subchapter C relating to corporate liquidations corre-
sponds to part II of the House bill. However, your committee has
made a substantial change in the approach adopted by the House
with respect to corporate liquidations generally. Under the House
provisions, part II limited the amount subject to tax at the time of
complete or partial liquidation of a corporation to the excess of the
basis of assets in the hands of the liquidating corporation over the
basis of the stock in the shareholder's hands. This approach does
not appear in part II of your committee's bill. In lieu of this your
committee has in large measure returned to the basic provisions
relating to liquidations under the 1939 code. Thus, there appears in
part II of your committee's bill the substance of section 115 (c),
section 112 (b) (6), section 112 (b) (7) and section 117 (m) of such
code.
On the other hand, those provisions of the House bill which were

designed to meet the problems raised in Commissioner v. Court Holding
Company (324 U. S. 331) relating to taxation of gain on sales made
in the course of liquidation of a corporation and in Kimbell-Diamond
Milling Co. (14 T. 0. 74, aff'd 187 Fed. 2d 718 (C. A. 5b 1951)) relat-
ing to the basis of assets received upon the liquidation of a sub-
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sidlary by its parent are retained in substance in part II of your
committee's bill.

In addition, certain changes have been made in those provisions
of the 1939 code incorporated in,part II.

SUBPART A-EFFECTS ON RECIPIENTS

Section 331. Gain or loss to shareholders in corporate liquidations
Section 331 restates in effect the provisions of section 115 (c) of

the 1939 Code by providing in paragraph (1) that amounts distributed
in complete liquidation of a corporation shall be treated as in full pay-
ment in exchange for the stock of the shareholder. Paragraph (2)
provides that amounts distributed in partial liquidation of a cor-
p)oration shall be treated as in part or full payment in exchange for the
stock of a shareholder.
The term "partial liqiidation" is defined in section 346. Such

term as here defined differs considerably from that provided in the
House bill at section 336. The term "complete liquidation", unlike
the House version, is not defined in your committee's bill.

Sul)section (b) of section 331 relating to.distribu'tions in liquidation
of a corporation is intended to make clear that section 301 shall not
apply to any distribution of property in partial or complete liquidation:
of a corporation. This subsection has been inserted by your cornf-
mittco to clarify the treatment of certain redemptions of stock which,
while entitl'dW to capital:gains treatienfit under section 302 (a), aro
nevertheless not made in connection withia partial or'co iplete liquida-
tion of the corporation. Such portion of section 115 (c) of the 1939
Code which provides for capital-gains treatment where the redemption
does not terminate'a part of the business of the corporation is, under
your committee's bill, treated under section 302, or section 30i, as
the case may be.
Section 88332. Complete liquidations of subsdiaries

Except:for subsection (c) section 332 corresponds to and in general
restates section 112 (b) (6) of the 1939;Code and provides for the
liquidation of a subsidiary corporationby its parent without:the
recognition of gain or loss to the parent corporation. Your committee
has, however, deleted a provision which now appears in' section 112
(b) (6) (A) which removes a liquidation from the application of that
section if the parent corporation at soie time on or after the time
of the adoption of the plan of liquidation and untilth'e receipt of the
property owns more'stock than that owned atdhetiime of the receipt
of the property.. Your comninittee has removed thiis provision with
the view to limiting the elective features of the'section .

Subsection (c) .of section 332 provides a special rule for treatmdnt'of
the transfer of property in'satisfaction of thee iiidebtedness of a sub-
sidiary to its parent in connection with' a :liiidation othe'ise
qualifying under :ection' 332. In- such -cse isuection ()rvide
that if a corporation is liquidated andtheir ' visions ofiubttl6' (a);
(i. e.; se~cii2 (~) (6) of the 1939: Code)appi[-t, iciliquidationb.(id
on the dateof the adptioii of'thle plah-flhquiidationrsuc'corpoWia
was midebted fo ti- 'parenit ,c' oratio;ftlihi no gainor lo6'al! 5be
re/dogmied to7 the corporation' o indeted b&'atuse '6f)tiitider of
property in satisfaction of such indebtediiess. This provision is"
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tended to overrule I. T. 4109 (198"2 C. B. 138) t the extent that the
transfer of the property with respect to the indebtedness gives rise to
gain or loss to the transferor subsidiary. Unlike the provisions of
section 331 :(o) (1) of the House bill, subsection (c) has no application
as respects the tax treatment to the parent upon receipt of the asset
in satisfaction of the indebtedness. In this connection, your com-
mittee intends that present law shall govern in the determining of the
tax consequences of-such transfer.
Section 333. Election as to recognition of gain in certain liquidations

This section incorporates section 112 (b) (7) of the 1939 code but
makes it a permanent part of the law. At present it is not applicable
to liquidations carried out in 1954. Under its most recent extension
it applied to liquidations completed within one month during the calen-
dar year 1953. As made permanent by your committee, the section
will apply only in the case of plans of liquidation adopted on or after
Juno 18, 1954. It is not necessary that the month of completion
must fall within the taxable or calendar year in which the plan is
adopted.
The principal effect of the section is to permit the receipt by quali-fied electing shareholders of property which has appreciated in value

without the recognition of gain on such appreciation. In the case of
individual distributees, to the extent gain is realized, any earnings and
profits are treated as dividends, and the cash (or stock or securities
acquired after August 15, 1950) is taxed at the rate applicable to cap-
ital gain. Corresponding provisions tax a corporate distributee at
capital gain rates on the greater of:

(1) its share of the earnings of the liquidating corporation, or,
(2) cash (and stock and securities acquired after August

15, 1950).
While no basic change has been made in the operation of section 112

(b) (7) as it appears in section 333 of your committee's bill, it is to
be noted that in paragraph (1) of subsection (e) the term "treated as
a dividend" appears in lieu of the phrase '"taxed as a dividend"
presently utilized in section 112 (b) (7) of the 1939 Code. This
language has been inserted in order to insure that the provisions of
section 116 relating to partial exclusion of dividends received by
individuals will be applicable to this section.
Section 3/t. Basis of property received in liquidations

Section 334 corresponds to existing law and to section 113 (a) (15),
and section 113 '(a) (18) of the 1939 Code and provides, in one section,
rules for determination of the basis of property received in connection
with the liquidation of a corporation under the various provisions of
part II.

Subsection (a) sets forth the general rule to the effect that if property
is received on a distribution in partial or complete liquidation and if
gain or loss is recognized on receipt of such property, then the basis
in the hands of the distributee shall be the fair market value of such
property at the time of the distribution. The general rule of sub-
section (a) does not apply to a distribution to which section 332 or
section 333 applies. While no statutory counterpart appears in the
1939 Code for the rule of subsection (a), this provision is intended to
reflect present law in this area,
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Subsection (b) corresponds in part to section 113 (a) (15) of the 1939
Code and relates to the basis of property in the case of the liquidation
by a parent of its subsidiary corporation.; .,
Paragraph (1) of subsection,, (b) sets forth the general ruletliat if

property is received by a parent corporation in complete liquidation
of its subsidiaryin a transaction to which section 332 (a) applies then
the basis of the property in the hands of the distributed parent shall
be the same.as it would be in the hands of the transferor subsidiary.
A similar rule is adopted under paragraph (1) in the case of transfers
of property in a distribution with respect to indebtedness to which
section 332 (c) applies. This latter provision has been inserted to
make clear that where a subsidiary transfers property to its parent in
satisfaction of indebted(nessowing to its parent, no increase or decrease
in the basis of such property will result in consequence of the transfer.
Such provision does not apply, however, in any case in which the
basis of the property is determined under paragraph (2).
Paragraph (2) of subsection (b) incorporates into your committee's

bill rules effectuating principles derived from Kimbell-Diamond Milling
Co., supra.
Paragraph (2) accordingly provides that if property is received by

a corporation in a distribution in complete liquidation of its subsidiary
then, provided the conditions of this paragraph are met, the basis of
the property in the hands of the distributed shall be the adjusted
basis of the stock with respect to which the distribution was made.
The conditions that must be met are set forth in subparagraphs (A)
and (B).

Subparagraph (A) provides that the distribution must be made
pursuant to a plan of liquidation adopted on or after June 18, 1954,
and not more thaii 2 years after the date of the acquisition of the
requisite amount of stock referred to inm subparagraph (B).
Subparagraph'(B) requires that the distribute acquire by purchase

during a period of not more than 12 months stock of the distributing
corporation possessing at least 80 percent of the total combined voting
power of all classes of stock entitled to vote and at least 80 percent of
the total number of shares of all other classes of stock (except non-
voting stock which is limited ;and preferred as to dividends). Your
committee does not intend in this connection that the basis of property
received by shareholders who are minority shareholders of the dis-
tributee shall be determined under subsection /(1).' The basis of
property of such minority shareholders will, within the structure of
part II, be determined under the general rule of subsection (a) of this
section, ..

In ascertaining the adjusted basis of the stock with respect to
which the distribution ws,6made, for tie -Purpose of paragraph(2),
your committee intends th t this phra0. ^hal refer 9nly t the adjsted
basis of the stock properly adjusted fQrdis.bltions made divi-
dends by the subsdiary" to ils ipaent prioj'thoeJadoptionx of the plan
referred to in subparagrapJ;(A)f subsection (b).. , ,i

Parag )p 1(epPeste iem 8p0's o mea yacquiaon
of stock but only; f t:e'Orurel' en 'f,subprpgraph (),( B)sand
(C) aremet. ',U, er subpi(':mmrd... '/lO"-
that no: urchasespc whez;.th. sWk is.acq.ea,wel,~ of
the stocki the hands of th.distribucee is detrained inwhole r im
part by reference to the adjusted basis of such stock ii the hands of

257



INTERNAL REVENUE CODE OF 1954

the person from whom acquired, or under section 1014 (a), relating t/
property acquired from a decedent. Thus, stock acquired in a trans-
action in which the basis is determined under section 362 will not be
considered as stock which was acquired by purchase.

Subparagraph (B) makes clear that stock acquired in an exchange
to which section 351 applies does not constitute stock acquired by
purchase.
Subparagraph (0) provides that stock which is acquired from a

person the ownership of whose stock would, under section 318 (a), be
attributed to the person acquiring such stock does not qualify as
stock which has boon purchased.

In general, your committee intends to limit the definition of the
term "'purchase" to cases where the acquisition of the stock was made
in a taxable transaction.
Paragraph (4) provides that for the purpose of subsection (b) the

term "distributee" means only the corporation which meets the 80
percent stock ownership requirement specified in section 332 (b), i. e.,
the parent corporation.

Subsection (c) prescribes rules for the basis of property received in
a transaction in which section 333 applies. This subsection consti-
tutes a restatement of section 113 (a) (18).

SUBPART B-EFFECTS ON CORPORATION

Section 336. Effects on corporation, general rule
This section, for which there is no statutory counterpart under

existing law, corresponds to section 308 (a) of the House bill and
provides that no gain or loss shall be recognized to a corporation oi
the distribution of property in kind in partial or complete liquidation.
This rule is derived from section 39.22 (a)-20 of Regulations 118. An
exception to the application of this rule is provided, however, as
respects the disposition of installment obligations under section
453 (d).
Section 337. Gain or loss on sales or exchanges in connection with certain

liquidations
Section 337 corresponds in function to section 333 of the House bill

and concerns the problems raised by the decisions in Commissioner v.
Court Holding Company, 324 U. S. 451, and U. S. v. Cumberland
Public Service Co., 338 U. S. 341, and the numerous related cases.
These decisions involve the question of whether the corporation or
the shareholder effected a sale of property in connection with the
liquidation of the corporation. Under the decision in Cumberland
Public Service Co., supra, it is indicated that in the case of a distribu-
tion of property in liquidation of a corporation followed by its sale
made in fact by its shareholders, a single tax is imposed at the share-
holder level. Where the shareholders in fact did not effect the sale,
tax is imposed both at the corporate and at the shareholder level.
Accordingly, under present law the tax consequences arising from
sales made m the course of liquidations may depend primarily upon
the formal manner in which the transactions are arranged. Your
committee intends in section 337 to provide a definitive rule which
will eliminate the present uncertainties. While the purpose intended
to be served by section 337 is similar to that provided in section 333
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of the House bill, the language and approach of section 337 differs
from that of section 333.

Subsection (a) states the general rule of section 337 to the effect
that if a corporation adopts a plan of complete liquidation on or after
June 18, 1954, and the corporation, within the 12-month period begin-
ning on the date of the adoption of the plan, disposes of all of the assets
of the corporation (less assets retained to meet claims) in complete
liquidation then no gain or loss shall be recognized to such corporation
from the sale or exchange by it of property within such 12-month
period. It is intended that all of the property except property
retained to meet claims must be distributed by the corporation.

Subsection (b) defines the term "property" for purposes- of section
337.
Subparagraph (A) provides that such term does not include stock

in trade of the corporation or other property of a kind which would
properly be included in the inventory of such corporation if on hand
at the close of the taxable year and property held by the corporation
primarily for sale to customers in the ordinary course of business.

Subparagraph (B) provides that "property" does not include install-
ment obligations acquired in respect of the sale or exchange of stock
in trade or other property described in subparagraph A. For the
purpose of subparagraph (B) it is immaterial whether the sale or
exchange occurred before, on, or after the date of the adoption of the
plan of complete liquidation.
Subparagraph (C) provides that property does not include install-

mnent obligations acquired in respect of.property (other than inven-
tory) sold or exchanged before the date of adoption of the plan of
liquidation.

Paragraph (2) of subsection '(b); provides a special rule which would
include inventory within the term "property" in any case in which
substantially all of the inventory- is, under section 337, sold or ex-
changed to one person in one transaction. In such case installment
obligations acquired in respect of such sale or exchange are also
included as property. It is intended that, during the 12-month
period, sales in the ordinary course of business shall result in ordinary
gain to the-corporation as if the corporation were not in the process
of liquidating. Your committee intends that where a bulk sale of
the inventory assets is made at the beginning of the 12-month period
that no replacement 'of inventory or: the acquisition of a new kind
of inventory to'conduct ordinary business for the balance of the
12-month period will be allowed. Thus, the bulk sale referred to
will ordinarily be the last sale made by the corporation of its inventory.
Installment obligations arising out of sales in the ordinary course of
business shall be treated as inventory., ; .

Subsection (c) limits theapplication of section 337.,: Paragraph (1)
provides that this' section shall not apply' to any sale or exchange made
by a collapsible corporation as defined'in section.;341: (b) or to sales
by a corporation; if section 333'applies to the.liquidation of suh; cor-
poration. ;Paraph (2)!provides (A) Vtithed section shall not apply
to a liquidation undem section 332 if thebbasis of:ithe propertyihfithe
hands of the'distibuitee'is determined lunde' motion 334 (b)(1) (co)(r-
responding to section 113 (a) '(1') of thel39 ..(dde),and B) that the
section shall apply if the basis of property in the hands of ithedistrib-
utees i dterm ed under section 334 (b) (2). In the latter case seo-
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tion 337 shall only apply to that portion of the gain arising from the
sale of any asset whichh is not greater than the excess of that portion
of the basis of the stock of the liquidating corporation in the hands
of the distribute, allocated under regulations, to the property sold or
exchanged, over the adjusted basis of such property. Example: In
1955, corporation X purchases all of the stock of corporation Y for
$10,000. Thel sole asset of corporation Y is a building having a basis
to corporation Y of $6,000. In 1956, corporation X causes the liqui-
dation of corporation Y in a transaction to which section 332 (a)
applies. During the course of liquidation the building is sold for
$11,000. Of the aggregate gain of $5,000 realized in connection with
the sale, section 337 applies to permit nonrecognition to $4,000 of
such gain.

In connection with the application of subsection (c) the basis of
the stock of the liquidating corporation in the hands of the distributee
first be reduced by'any reduction which may be required by reason of
section 334 (b) (2), that is, where dividend distributions have been
male by the subsidiary corporation to the parent.
Section 338. Effect on earnings and profits

This section contains a cross-reference to section 312 (e).
SUBPART C-COLLAPSIBLE CORPORATIONS; FOREIGN PERSONAL

HOLDING COMPANIES

Section 341. Collapsible corporations
Your committee has revised the .solution to the collapsible corpo-

ration problem which appears in the House bill. Under the House
bill, so-called appreciated inventory retains its basis in the hands of
the corporation in the event of liquidation and a tax on its full appre-
ciation is recovered at the time of its disposition. The House bill
permits sales of stock of what would be characterized as a collapsible
corporation under existing law to be effected with capital-gain con-
seqluences to the selling shareholder.

Your committee's approach to the collapsible corporation problem
is to return to existing law and to continue section 117 (m) for the
future. Your committee writes into the section a provision now
appearing in the rcgtilations under this section and makes two sub-
stantial clhnlges with a view to strengthening its effectiveness.

Subsection (a) (3) incorporates oa rule of present regulations that
would include gain from a distribution made by a collapsible cor-
poration which under section 301 (c) (3) (A) is treated (to the extent
it exceeds stock basis) as a gain from the sale or exchange of property
and would provide that such excess be treated as the gain from the
sale of property which is not a capital asset. This provision would
apply, for example, in the case of a corporation engaged in building,
and otherwise meeting the tsts of a collapsible corporation, which
distributes the proceeds of a loan in excess of the adjusted basis of the
property by which the loan. is secured. This rule supplements that
previously described which appears in section 312 (j) of your com..
mittee's bill, relating to loans insured by the United States. Just
as under section 312 (j), no inference is intended with respect to the
status of present law by reason of the insertion into the statute of
this rule.
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Your committee has provided in subsection (b) (3) a definition of
sectionn 341 assets." This definition is appropriate for purposes of
the definition of a collapsible corporation in subsection (b) (I) and for
purposes of the prsiumption in subsection (c), described lateri. Sec-
tion 341 assets means property held for a period of less than 3 years
and conforms to the definition of inventory assets previously described
in connection with, section 312 (b) (2) except for the addition of
property described In section 1231 (b). Property described in section
1231 (b) (sec. 117 (j) of the 1939 Code) held for a period of less'than
3 years is a section 341 asset except that the teri does not'include
such property which is or has been used in connection with the man-
ufacture, construction, production, or sale of certain other section
341 assets, such as inventory or property held primarily for sale to
customers.

Subsection (b) (3) provides that in determining whether the 3-year
holding period specified in the subsection has been satisfied, section
1223, providing for tacking in nontaxable exchanges, shall apply.
The rule is also provided tliat no such holding period shall be deemed
to begin before the completion of the manufacture, construction,'
production or purchase of the property..

Subsection (c) provides for a presumption that a corporation is a
collapsible corporation if the fair market value of its "section 341
assets" as defined in subsection (b) (3) is 50 percent or more of the
fair market value of its total assets and 120 percent or more of the
adjusted basis of such "section 341 assets." It is intended 'that if
either of the conditions described are not met a presumption that the
corporation is not a collapsible corporation shall not arise. Sub-
section (d) provides that the section shall not apply to any shareholder
owning less than 5 percent in value of the outstanding stock of the
corporation. Under section 117 (m) of the 1939 Code the limit is
10 percent in value of the outstanding stock.
Section 8,2. Liquidation of certain foreign personal holding companies
This section is essentially the same as the:corresponding language

of section 115 (c) of the 1939 Code. HoWqever, subsection (b)pro-
vides a special rule for certain liquidationsh before 1956. It is therein
provided that the' general rule of the section shall 'not apply to a
series of distributions 'in complete liquidation if the first distribution
is made on or after June 18, 1954k and the final distribution is made
before January 1, 1956. It is intended' that the amount of gain
resulting from such distribution shall be considered as the gain frbm
the sale or exchange of a capital asset or property which is not a
capital asset,' as the case may be, whereas under subsection (a), the-
general rule, the gain would have been treated as gain from the sale
or exchange of a capital asset held for not more than 6 months;

SUBPART D-DEFINITION

Section S46. Partial liquidationdefined
This section provides rules for the determination of when a distri-

bution bya" corporation will be ciaidered to b6'6oie'mipatial liquida-
tion so that'amounts distributed'will be treatedi i part or' full
payment- in' exchaiig9 'for the tdckikudeir'sectio6i 331'(a) (2);'i'ather
than asi distribution of property i~n redemption of stock' to whichh
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section 302 applies which may be treated as a dividend to thli extent
of corporate earnings by reason of section 302 (d) and section 301.

Subsection (a) is intended to provide a definition of partial liquida-
tion which replaces that contained in section 115 (i) of the 1939 Code.
Primarily, this definition involves the concept of 'corporate con-
traction" as developed under existing law. A distribution shall be
treated as in partial liquidation if it is one of a series in redemption
of all of the stock of a corporation pursuant to a plan or if the distri-
bution is not essentially equivalent to a dividend and is in redemption
of a part of the stock of a corporation pursuant to a plan of partial
liquidation and occurs within the taxable year in which the plan is
adopted or within the succeeding taxable year.

It is inten(le(d that a genuine contraction of the business as under
present law will result in partial liquidation. See, for example,
Joscph Iruler (11 T. C. 836). However, a distribution of a reserve
for expansion is not a partial liquidation.

Subsection (b) provides a description of one kind of distribution
which will b) considered as being in partial liquidation. Paragraphs
(1) and (2) conteliiplate that tlie distributing corporation must be
engaged in tlhe active conduct of at least 2 businesses which have been
actively conducted (whether or not by it) for the 5-year period ending
on the (late of the distribution. Neither of such businesses may have
been acquired within such period in a transaction in which gain or
loss was recognized in whole or in part. Thus, a qualifying business
may not have been acquired by purchase or in a corporate reorganiza-
tion where so-called "boot" was present. If these requirements are
met, one of the active businesses may be distributed in kind (or the
proceeds of sale of such a business may be distributed) as long as the
corporation immediately after the distribution is engaged in the active
conduct of a business as described above. The determination of
whether the requirements of subsection (b) have been met shall be
made without regard to whether the distribution is pro rata among
the shareholders of the corporation.
Under subsection (c) if a distribution to a shareholder qualifies

under section 302 (a) (relating to redemptions treated as distributions
in part or full payment in exchange for stock), and also qualifies as a
distribution in partial liquidation by reason of a corporate contraction
then any restriction upon the shareholder which would be imposed
by any provision of section 302 shall not apply to such shareholder.
For example, if a shareholder terminates his interest in a corporation
pursuant to a partial liquidation in which he and his son each owned
half the stock, there would be no sanction under section 302 (c) (2) (A)
in the event of his reacquiring an interest in the corporation within
10 years fiom the date of the distribution.

PART III-CORPORATE ORGANIZATIONS AND REORGANIZATIONS

GENERAL

Part III of subchapter C provides rules respecting corporate organ-
izations, reorganizations, and distributions of stock of controlled
corporations. The rules provided in this part are derived from sec-
tions 112 (b) (3), (4) (5), and (11), section 112 (c), ), , and (e), sec-
tions 112 (g), 112 (hib), 112 (i), 112 (k) and sections 113 (a), (6), (7),
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and (8) of the Internal Revenue Code of 1939. Section 112 (b) (2)
of the 1939 Code, which did not appear in the House bill, has been
reinstated by your committee and appears at section 1036.
One of the principal changes in,your committee's bill is a modifica-

tion of the rule of the IGroman and Bashford cases (302 U. S. 82 (1947);
302 U. S. 454 (1938)). Under your committee's bill a transaction
will be considered a reorganization when property is acquired by a

subsidiary, the stock of the parent being used to make the acquisition.
A transaction otherwise qualifying as a reorganization will nevertheless
be considered a reorganization even though some or all of the assets
acquired are immediately transferred to a subsidiary of the acquiring
corporation. '

Another change made by the House bill which is adopted by your
committee is the elimination of the need for retention of proportionate
control in the case of a transfer of property to a controlled corporation.
Your committee's proposed rules also permit the acquisition with-

out recognition of gain or loss by one corporation of sufficient voting
stock of another corporation to meet the control test (as defined in
sec. 368 (c)) solely in exchange for its own voting stock in a case
where the acquiring corporation already owns some of the stock of
the other corporation. The acquisition without recognition of gain
or loss of additional stock when control is already owned is likewise
permitted.
Under present law if one corporation acquires substantially all the

assets of another for its voting stock the acquisition must be made
entirely for voting stock or the transaction will'not be subject to the
non-recognition rules to any extent. In the rules proposed' by your
committee such an acquisition will be permitted partly without
recognition of gain or loss where it is made with voting stock equal
in value to 80 percent of the value of all the assets of the transferor
corporation, the remainder of the acquisition being made by the use
of cash or other property.
Another change made by the House bill which is preserved by ydour

committee is the provision that incertain ases in which property
is transferred subject to a liability in excess of its basis, gain to the
transferor shall be recognized to the extent that the liability exceeds
the basis. Under the 'committee's bill such gain will be a capital
gain or an ordinary gain as the case may be.

Section 353 of the House bill provides for the distribution tax free
of the stock of controlled corporations. Your committee has restated
this entire section restoring in, large measure the'rules of existing law.
The primary change is theelimination of the requiirement of the 1939
Code that such 'distribution be pursuant to a plah of reorganization.
Certain other changes have also been made in existing law. These
willbe desbedri below.
Under the Int&inal Revenue Code of1939all'tai-freO exchanges 6f
stockandsuectirities are referred to 'in section
112 (b) '(3)i while all tax-free distributions of stoc'mi ,so-ald
spin-off reorganization areieferre" to in section 112(b)(li). Undei,
your committee's bill, section 354 refer'to all' tax-frer exchange' of
stock and securities in reorganizations other than a divisive reorganiza-
tion, On

the other hand, 'sectiofi 3$ refers to all exchangesA nd dis-
tributions of stock and sicuritles in casini which'hthe bu'6me'd
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ownc(l by a single corporation (either directly or indirectly) are owned
by two or more corl)orations after the distribution.
Section 35f. Transfer to corporation controlled by transferor
This section is derived from' section 112 (b) (5) and section 112 (e)

and (e) of the Internal Reveniue Code of 1939 and is generally similar
to section 351 of the hIouso bill. The Internal Revenue Code of 1939
provides that transfers of property to a controlled corporation are tax
free only if immediately after such transfers thel persons transferring
the property receive stock and securities substantially in proportion
to their interests in the property prior to the transfer. Thel House
bill eliminates this so-cnlled "proportionate interest" test and also
provides that services sliall not be considered property for purposes
of tliis section. Your committee has accepted these changes.

Tlio "proportionate interest" requirement, which appears in sec-
t.ion 112 (1>) (5) of tlhe 1939 Code, permits nonrecognition of gain and
loss only if tie stock and securities received by each transferor are
"substantially in proportion" to tihe interest of such transferor in
tlio property prior to tile exchange. This requirement, which, if
unsatisfied, serves to vitiate the tax-free nature of tlio entire transac-
tion, caused considerable uncertainty in its application. In eliminat-
ing the proportionate interest test, your committee intends that no
gain or loss will be recognized to a transferor transferring property
to a corporation under section 351, irrespective of any disproportion
of thei amount of stock or securities received by him as a result of the
transfer. Thus, if M and N each owning property having a value of
$100 transfers such property to a newly formed corporation X, and
M receives all of th -stock, such transaction would not bo subject to
tax under section 351. To the extent, however, that the existing
disproportion between the value of the property transferred and the
amount of stock or securities received by each of the transferors
results in an event taxable under other provisions of this code, your
committee intends that such distribution will be taxed in accordance
with its true nature. For example, if individuals A and B, father
and son, organize a corporation with 100 shares of common stock
and A transfers property worth $80 in exchange for 20 shares of
stock, while B transfers property worth $20 to the corporation in
exchange for 80 shares of stock, no gain or loss will be recognized
under section 351. If, however, it is determined that in fact A has
made a gift to B, it is your committee's intention that such gift
would be stibject to tax under the provisions of section 2501 and
following. Similarly, if,in the preceding example, B had rendered
services to A and the disproportion in the amount of stock received
constituted, in effect, the payment of compensation by A to B, it is
your committee's intention that such compensation will be appro-
priately taxed. B will be taxable upon the fair market value of the
60 shares of stock received in excess of that received in exchange
for his property as an amount received as compensation for services
rendered, and A will realize gain or loss upon the difference between
the basis of the 60 shares of stock in his hands and its fair market
value.

In any case in which the stock and securities received are not in
proportion, the transaction will be treated as if the stock and securi-
ties had first been received in proportion and then some of such stock
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and securities had been used to make gifts, to pay compensation, or
to satisfy obligations of any kind..
An amendment has been made by your committee to section 351

of the House bill. Under the Internal Revenue Code of 1939, if the
transferors in a transaction to which section 112 (b) (5) was applicable
were corporations it was not clear whether a distribution of the stock
received by such transferors would prevent the application of such
section. Section 351 (c) provides specifically, that if a corporate
transferor distributes the stock received this will not prevent the
application of section 351. For this purpose it's immaterial whether
such a distribution by the transferor is taxable as an ordinary divi-
dend, is taxable at capital gain rates, or is tax free. As under exist-
ing law, if other property is received no loss is recognized and gain is
recognized only to the extent of the property other than stock or
securities received by the transferor in exchange for the property
transferred.

SUBPART B-EFFECTS ON SHAREHOLDERS AND SECURITY
HOLDERS

Section '854. Exchanges of stock and securities in certain reorganizations
The House bill abolished the requirement of an exchange by, a share-

holder or security holder as a condition to nonrecognition of gain or
loss in connection with a reorganization and treated all distributions
and exchanges in the same manner, your committee provides rules
for stock and security exchanges in reorganizations other than in
divisive reorganizations under section. 308 (a) (i) (D). These rules
are the same as under existing- law and are stated in substantially
the same'form. Thus2:.secti6in 354 provides rules for exchanges by
shareholders land.securilty holders:reorganizations described in sec-
tions 368 (a) (1) (A), (B) ,(C)/('Eand (F), Exchanges in reorganiza-
tions under section 368 (a) (1i)(D) are included only when the trans-
feror corporation transfers substantially all, of its assets to a single
transferee corporation. It will' be roted that section 354 applies to
a transaction in which one corporation acqiuires the stock of another
under the terms of section 368 (a) (i1) (B). Except for this, subsec-
tions 354 (a) and (b).applio.nly to recapitalizations and transactions
in which all or substantially au of the assets of one corporation are
transferred to a singletransferee corporation,

Section 354 (a) 'is derived from section 112 (b) (3) of the Internal
Revenue. Code of 1939, but makes clear that securities may only be
received tax' free in an amount not in excess of the principal amount
of securities surrendered. If securities in any greater amount are
received the fair market value of the excess amount is treated as other
property. Likewise, if securities, are received and nq securities are
surrendered such securities are treaty as other' property.:

Section 354 (b) provides. that section 34A shall only apply to',anexchange pursuant to a reorganization under: section 368W,) )(D)
when property is transferred to a single transfe.e4:'ipra ion, 'nd
when the transferor distributeS all of the stomk ad ecuntief0 received
as well as all its other property in pursuance of the plan of reorganiza-tion.:. -'';; .*. , , .,

section 354. (c) states A special rule for certain railroad reorganiza-
tions approved by the Interstate Commer:e Commission under .eo,
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tion 77 of the Bankruptcy Act or under section 20 (b) of the Interstate
Commerce Act as being in the public interest.
Section 355. Distribution of stock and securities of a controlled corpo-

ration
Section 355 corresponds to that portion of section 112 (b) (3) of the

1939 Code which relates to divisive reorganizations of corporations
including "split-ulps" and "split-offs" and to section 112 (b) (11) of
such code relating to corporate "spin-offs." Section 355 is also directly
related to section 368 (a) (1) (D) which is derived from 112 (g) (1) (D)
of the 1939 Code. As under existing law and the House bill, distribu-
tions of stock may be tax free without any exchange in certain cases.
Your committee has, in addition, accepted certain changes made

in thlie Iouse bill with respect to sections 112 (b) (3), 112 (b) (11), and
112 (g) (1) (D). Thus, the House bill and your committee abolish
the requirement of a reorganization in connection with the distribu-
tion of stock of a controlled corporation, thereby eliminating- the
necessity of creating a holding company in order to distribute such
stock without the recognition of gain or loss. Likewise, the House
bill and your committee provide for the non-pro rata distribution of
stock of a controlled corporation.

In addition, provision is made by your committee permitting the
retention by the distributing corporation of stock and securities of a
controlled corporation provided stock constituting control is dis-
tributed and it is established to the satisfaction of tile Secretary that
it is not pursuant to a plan having as one of its principal purposes the
avoidance of Federal income tax.

Subsection (a) (1) sets forth ththe general rule that no gain or loss shall
be recognized to a shareholder or security holder on the receipt of
stock or securities of a controlled corporation. Certain specific limi-
tations are set forth in paragraph (3) of subsection (a) and in the re-
mainder of subsection (a) (1).
Under subparagraph (A) of paragraph (1) the distribution must

consist solely of stock or securities. If additional property is dis-
tributed, section 356 will apply.
Subparagraph (B) of paragraph (1) provides that, to obtain the

tax-free treatment under section 355, the transaction must not be
used principally as a device for the distribution of the earnings and
profits of the distributing corporation or the controlled corporation
or both.

Subpar"igraph (C) of paragraph (1) requires that the rules in sub-
sectionf(b), relating- to active businesses, be satisfied.
Subparagraph (D) of paragraph (1) requires that in order for a

transaction to qualify under section-355, the distributing corporation
must distribute either all of the stock and securities of the controlled
corporation, or an amount of stock constituting control within the
meaning of section 368 (c) (i. o., 80 percent of the voting power and
total number of shares), and the Secretary must be satisfied that
no avoidance of taxesWas intended. This requirement is a change
from present law and the House bill.
Paragraph (2) of subsection (a) makes clear that paragraph (1)

applies regardless of the presence of certain factors..
Su)bparagraph (A) of paragraph (2) provides that paragraph (1)

applies whether the distribution is pro rata with respect to all of the
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shareholders of the distributing corporation. An example of this
type of distribution would be a divisive split-up, through the distribu-
tion of stock of two new controlled corporations to which all the
assets of the original corporation had been transferred, made pur-
suant to an antitrust decree. Similarly if two individuals, A and
B, jointly form a corporation and later wish to operate independently
through separate corporations, this may be accomplished under sec-
tion 355, provided all of the other requirements of this section are
satisfied.
Subparagraph (B) of paragraph (2) provides that paragraph (1)

shall apply whether or not the shareholder surrenders stock in the
distributing corporation. Thif corresponds in function to sectioni12
(b) (11) of the 1939 Code. However, the rule of existing law is
changed to permit the distribution of both common and preferred
stock without the surrender of stock in the distributing corporation.
The application of section 306 to the receipt of such preferred stock is
necessary in order to determine whether such stock would be desig-
nated 'section 306 stock."
Subparagraph (C) of paragraph (2) provides that paragraph (1)

shall apply whether or not the distribution is in pursuance of a plan
of reorganization within the meaning of section 368 (a) (1) (D).
Under present law, for section 112 (b) (11) to be applicable there must
be a reorganization as defined in section 112 (g) (1) (D) and a dis-
tribution to shareholders in pursuance of the plan of reorganization.
Because of the elimination of the requirement that there be a reor-
ganization, it is no longer necessary fortlhe distributing corporation to
form a holding company to effect the distribution. It is to be noted
that the House bill, which placed no restrictions as respects the act
of distribution upon the nature of the activities of the corporation the
stock of which is distributed, has been chaniged.i The requirements
as to active businesses are discussed in subsection (b).
Paragraph (3) of subsection (a) contains the limitations upon the

application of paragraph (1), which are as follows:
Subparagraph (A) of paragraph (3) provides that paragraph (1)

shall not apply if the principal amount of the securities in the con-
trolled corporation which are received exceeds the principal amount
of the securities which are surrendered in connection with such
distribution. Such excess is treated as"other property" for purposes
of section 356 to the extent of the fair market value of such excess.
By thus limitng taxation of securities to the fair market value of
the amount of the excess principal amount received, a principle analo-
gous to Commissioner v. Neustadt's Trust (131 F. 2d 528 (C. C. A. 2,
1942)) is effectuated:.
Subparagraph (B) makes it clear that if secur'ties are received and

no securities are surrendered, paragraph (1) shall not apply to the
receipt of such securities. The fair market "value of such securities
is treated as "other property" under section 356.
For purposes ofd eterminin g the taxable nature of part ofth e ex-

change or distribution, stock mna controlled corporation nacquired by
purchase within 5 years of its distribution istreated as "other prop-
erty".' Thus, for example,if a corporation has held a minority stock
interest in a corporation for 5 years or more prior to the distribution
and within such 5-year period purchases control of such corporation

4859*-
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only the stock so purchased will be considered "other property" if the
stock of the subsidiary is distributed in a distribution which otherwise
meets the requirement of the statute. However, stock so purchased
is nevertheless "stock" for purposes of the requirements respecting
the distribution of stock of such controlled corporation provided in
section 355 (a) (1) (D). It is to be noted (as is indicated in the cross
reference in paragraph (4)) that in any case in which "other property"
is received :in addition to stock and securities permitted to be received
by this section, such distributionn will be governed by section 356.

Subsection (b) contains rules with respect to active business
req(uirements.Sul)paragraph (A) of paragraph (1) recqiIres that in order for
subsection (a) to be applicable, the distributing corporation and the
controlled corporation must be engaged immediately after the distri-
bution in the active conduct of a trade or business. If the stock of
more than one controlled corporation is distributed, each of such cor-
porations must meet this requirement.
Subparagraph (B) provides that subsection (a) shall also be appli-

cable if immediately before the distribution, the distributing corpora-
tion had no assets other than stock or securities in the controlled
corporations and each of the controlled corporations is engaged im-
mediately after the distribution in the active conduct of a trade or
business. An example of this type of distribution would be either a

prorata orfnonprorata split-up. It is assumed that in connection
with the requirement of "no asset" a de minimis rule will be applied.

Paragraph (2) sets forth the rules for the determination of whether
a corporation qualifies as being engaged in the active conduct of a
trade or business for purposes of paragraph (1) of subsection (b).
A corporation shall be treated as engaged in the active conduct of a
trade or business if it is so engaged or if substantially all of its assets
consist of stock and securities of a corporation controlled by it (imme-
diately after the distribution) which is so engaged.
Subparagraph (B) provides that for purposes of subsection (b) (1) a

corporation shall be treated as engaged in the active conduct of a
trade or business only if such trade or business has been actively con-
ducted throughout the 5-year period ending on the date of the distri-
bution. Where such trade or business was acquired in a taxable
exchange the period of time such trade or business was actively con-
ducted by the predecessor may be used in determining whether the
5-year period requirement is met.
Subparagraph (C) requires that in order for subsection (b) (1) to

be applicable the trade or business must not have been acquired within
the 5-year period ending on the date of the distribution in a transaction
in which gain or loss was recognized in whole or in part.
Section866. Receipt of additional consideration

Section 356 corresponds to section 112 (c) and 112 (e) of the 1939
Code and retains to a large extent the language of such sections, The
treatment of securities1 clarified by the adoption of a principle
analogous to that:found in Commissioner v. NeMut4dt's Trust (131 F.
2d 628 (C. C. A. 2, 1942)). The method adoptted iUnder section 306
of the House bill of coirelating "boot" distributions made incident
to a corporate reorganization and property distributions generally, has
been abandoned.
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Subsection (a) corresponds to section 112 (c) of the 1939 Code and is
identical in substance with that section.
,Subsection (b) relates to the treatment of "boot" in a distribution
(without an exchange) to which section 355 would apply except for
the receipt of other property or "boot." In such case the amount of
money and the fair market value of such other property shall be
treated as a distribution of property to which section 301 applies.
Subsection (c) corresponds in substance to section 112 (e) of the

1939 Code and provides similarly for nonrecognition of loss in a trans-
action in which "boot" is received.

Subsection (d) contains rules as to the treatment of securities for
purposes of section 356. Paragraph (1) states the general rule that for
purposes of section 356 the term "other property" includes securities.
This is a restatement of the principle stated by the Supreme Court in
Bazley v. commissionerr (331 U. S. 737; 1948).
The exceptions to paragraph (1) are contained in paragraph (2).

Subparagraph (A) provides that the term "other property" does not
include securities permitted under sections 354 and 355, to be received
tax free. Thus, where securities are surrendered in a transaction
to which section 354 or section 355 is applicable, the characterization
of the securities received as "other property" does not include securi-
ties received where the principal amount of such securities does not
exceed the principal amount of securities surrendered in the trans-
action.
Subparagraph (B) of paragraph (2) states rules with respect to the

treatment of securities received in a section 354 exchange where the
principal amount of the securities received exceeds the principal
amount of securities surrendered. The characterization as "other
property" is limited to the fair market value of any excess of the
principal amount of securities received over the principal amount of
securities surrendered. If no securities are surrendered, the excess
shall be the entire principal amount of securities received.
Subparagraph (0) of subsection (d) (2) states rules with respect to

the treatment of securities' as "other property" in an exchange or
distribution to which section 355 is applicable. The categorization
as "other property" is limited to the fair market value of the excess
of the principal. amount of securities received over such securities
surrendered. If no securities are surrendered, the excess shall be
the entire principal amount.

Subsection (e) provides rules with respect to the treatment of prop-
erty received in exchange for section 306 stock. This subsection
provides that if other property or money is received for section 306
stock the payment of such property or money shall be treated as a
distribution to which section 301 applies. For example, if a share-
holder surrenders section 306 stock for $i00 cash, the $100 will be
treated as a distribution to which section 301 applies and will be
included in income under section 301 (c) to the extent of the earnings
and profits of the corporation at the time of distribution. The ques-
tion of whether section 306 stock is surrendered for cash or other
property is a question of fact to be decided under the circus stances
of each case. Ordinarily, the other property received will first be
applied against the section 306 stock. However, such other property
will not be applied against section 306 stock in any case in which the
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taxpayer establishes that the facts of tile transaction are such that
the other property was not surrendered for such section 306 stock.
Section 867. Assumption of liability

Section 357, relating to the treatment of the assumption of a liability
or the acquisition of property subject to a liability, is similar to section
112 (k) of existing law. However, subsection (c) has no counterpart
under the 1939 Code, but did appear in substance in the House bill.
TlIo language of subsection (b), relating to assumption of liability
for tax avoidance purpose has been changed in one respect from
existing law. Where such a tax avoidance purpose exists, the total
amount of the liabilities assumed will be considered as money received
by the taxpayer an(l not merely a particular liability with respect to
which the tax avoidance purpose existed. This change is intended
merely to clarify existing law.

Sublsection (c) provides that if in an exchange to which section 361
(relating to a transfer to a corporation controlled by the transferor)
is applicable or to which section 361 (relating to the nonrecognition
of gain or loss to corporations) is applicable by reason of a section
368 (a) (1) (D) reorganization, if the sum of the amount of the
liabilities assumed plus tihe amount of the liabilities to which the
property is subject, exceeds the total of the adjusted basis of the
property transferred pursuant to such exchange, then such excess
shall be considered as a gain from the sale or exchange of a capital
asset or of property which is not a capital asset as the case may be.
Thus, if an individual transfers, under section 351, property having a
basis in his hands of $20,000, but subject to a mortgage of $50 000
to a corporation controlled by him, such individual will be subject
to tax with respect to $30 000, the excess of the amount of the liability
over the adjusted basis of the property in the hands of the transferor.

It is to be noted the House bill in this connection imposed a tax
at capital gains rates even though the assets to which the liabilities
are subject were. in whole or in part, assets other than capital assets
within the meaning of this subtitle. The determination of whether a
gain resulting from the transfer of capital assets is long- or short-
term capital gain shall be made by reference to the holding period to
the transferor of the assets transferred. For example, if all of such
assets transferred are capital assets and if half of the assets (ascer-
tained by reference to their fair market value at the time of the
transfer) have been held for less than 6 months and the remaining
half of the assets have been held for more than 6 months, half of the
excess of the amount of the liability over the adjusted basis of the
property shall be taxed as short-term capital gain, and the remaining
half shall be taxed as long-term capital gain,
An exception to the general rule of paragraph (1) of subsection (c)

is made for any exchange as to which under subsection (b) (i)) of
this section the entire amount of the liability is treated as money
received or for an exchange to which section 371 (relating to reorganiza-
tions in certain receivership and bankruptcy proceedings) is applicable,
Section 358, Basis to distributees

Section 358 restates in general thesubstance of section 113; () (6)
of, the 1939 -Code. Certain structural changes have been made in
thissectionn to conform to the pattern of part III. In addition a

special rule has been added to clarify the basis consequences resulting
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from the receipt of "other property" in exchange for section 306
stock in a transaction to which part III applies.

Subsection (a) sets forth the general rule and enumerates the sec.
tions (sees. 351, 354, 355, 361, or 371 (b)) to which this section applies.
Paragraph (1) provides that the basis of property (including stock

or securities) permitted to be received without the recognition of
gain or loss shall be the same as that of property exchanged, decreased
by the fair market value of any other property and the amount of
any money received by the taxpayer and increased by the amount
treated as a dividend and the amount of any gain which was recognized
on the exchange. The increase required by the amount of any recog-
nized gain does not for the purpose of paragraph (1) include'any por-
tion of any gain which was treated as a dividend.
The reference in paragraph (1) to an amount which was "treated

as a dividend" does not appear in section 113 (a) (6) of the 1939 Code
and is included primarily to take into account the fact that "other
property" received in an exchange for section 306 stock under part
III is specially taxed.
Paragraph (2) determines that the basis of any "other property"

received by the taxpayer shall be its fair market value.
Section 358 (b) provides that where several kinds of stock or securi-

ties are received, the Secretary may prescribe rules for the allocation
of the basis among them. This provision for allocation is also made ap-
plicable to cases in which only part of the stock owned is exchanged.

Section 358 (c) provides that when stock is received in a tax-free
distribution of stock of a controlled corporation, the basis of the old
and new stock shall be determined in a manner similar to that applica-
ble to an exchange.

Section 358 (d) provides that where a liability is assumed, the
amount of such liability shall be considered as money received. This
is a restatement of existing law.

Section 358 (e) provides, as does existing law, that the entire section
shall not apply to property acquired by a corporation by the issuance
of the stock or securities as consideration in whole or in part for the
transfer of property to it.

SUBPART C-EFFECTS ON CORPORATION

Section 361. Nonrecognition of gain or loss to corporations
Section 361 corresponds to sections 112 (b) (4), 112 (d), and 112 (e)

of the Internal Revenue Code of 1939.
Section 362. Baris to corporations

Section 362,;corresponding generally to section 113 (a) (7) and
section 113 (a) (8) of the 1939 Code and to section 355 of the House
bill provides rules respecting:the basis of property acquired on or
after June 18, 1954, by a corporation im connection with a'cPiorate
organization, as paid in surplus, as a contribution to capital, or in
connection' with a reorganization to which this part applies. A new
provision has been added '(subse'. (c)) relating to contributions to
capital in certain cases by persons other than shareholders.

Subsections (a) and (b) are identical in substance with sections 113
(a) (8) and 113 (a) (7) of the present code. Subsection (o) has: no
counterpart under existing law, but is similar to section 355 (c) of thei
Houre biUL This subsection provides rules respecting sltuationU
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similar to that wliich occurred in Brown Shoe Co. v. Commissioner
(339 U. S. 583). Paragraph (1) of subsection (c) provides, that in
Buchl a case, if property, other than money, is acquired by a corpora-
tion after June 18, 1954, as a contribution to capital and is not con-
tributed by a shareholder as such, then the basis of such property to
tlhe corporation shall be zero.
Paragraph (2) of subsection (c) provides that if money is received

by a corporation, after June 18, 1954, as a contribution to capital
and such money is not contributed by a shareholder as such, then tlhe
basis of any property acquired with such money during tlhe 12 months'
period beginning on the day the contribution is received shall boe
reduced by tlhe amount of the contribution. The excess (if any) of
the amount of such contribution over the amount of the reduction
under tlle preceding sentence shall be applied in reduction (as of the
last day of tlhe period specified in the preceding sentence) of the basis
of any other property held by the corporation. The particular prop-
erties to the bases of which the reduction shall be allocated shall be
determined under regulations prescribed by the Secretary.
The House bill referred to gifts made to a corporation. Although

no change in substance is intended, your committee believes that such
reference is unnecessary.
Section 363. PfJect on earnings and profit
This is a cross-reference section.

SUBPART D--SPECIAL RULE; DEFINITIONS

Section 367. Foreign corporations
Section 367 is derived from, and corresponds in function to section

112 (i) of tlhe Internal Revenuc Code of 1939. Such changes in lan-
guage is have been made in section 367 as compared with section 112
(i), are not intended to change the existing application of section 112
(i). Under thie provisions of section 367 in determining the extent
to which gain slhall be recognized in the case of any exchanges described
in section 332 (relating to liquidations of subsidiaries), section 351
(relating to corporate organizations), section 354 (relating to ex-
changes of stock and securities in certain reorganizations), section
355 (relating to tlhe distribution of stock and securities of a con-
trolle(l corporation), section 356 (relating to the receipt of addi-
tional consideration in certain exchanges or distributions), or sec-
tion 361 (relating to tlhe nonrecognition of gain or losa to corporations),
a foreign corporation shall not bo considered as a corporation unless
before such exchange, it has established to the satisfaction of the
Secretary that such an exchange is not in pursuance of a plan having
as one of its principal purposes the avoidance of Federal income
taxes. For purposes of section 367 any distribution described in
section 355 (or so much of sec. 356 as relates to sec. 355) shall be
treated as an exchange whether or not it is an exchange.
Section 368. Definitions relating to corporate reorganizations

In lieu of section 359 of the House bill which describes three types
of transactions referred to as "corporate acquisitions of property,"
"'corporate acquisitions of stock," and "separations," section 368 of
your committee's bill makes use of the expression "reorganization"
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used in the existing statute. This section corresponds to sections
112 (g) (1), 112 (g) (2), and 112 (h) of existing law.

Section 368 corresponds to sections 112 (g) (1), 112 (g) (2), and
112 (ih) of existing law.
Subsection (a) (1) restates the definitions of section 112. (g) (1) of

the Internal Revenue Code of 1939. Three of these definitions, those
in pars. (A), (E), and (F), provide that the term "reorganization"
includes a statutory merger or consolidation (A), a recapitalization
(E), or a mere change in identity, form, or place of organization (F).
Under section 112 (g) (1) (B), of existing law, one corporation can

acquire enough stock of another to get control of the second cor-
poration solely for its own voting stock tax free. However) there is
doubt as to whether the existing statute permits such an acquisition
tax free when the acquiring corporation already owns some of the
voting stock of the other corporation. This doubt is removed by
your committee's bill and paragraph (B) of subsection (a) (1) permits
such an acquisition tax free (in a single transaction or in a series of
transactions taking place over a relatively short period of time such
as 12 months). For example, corporation A purchased 30 percent
of the common stock of corporation W (the only class of stock out-
standing) for cash in 1939. On March 1, 1955, corporation A offers
to exchange its own voting Fstock, for all of the stock of corporation
W tendered within 6 months from the date of the offer. Within the
6 months period corporation A acquires an additional 60 percent of
the stock of W for its own voting stock. As a result of the 1955
transactions, corporation A will own 90 percent of all of corporation
W's stock. No gain or loss is recognized with respect to the ex-

changes of the A stock for the W stock. ,For this purpose it is iln..
material whether such exchanges occurred before corporation A
acquired control of W (80 percent) or after such control was ac-
quired. If corporation A had acquired 80 percent of corporation
W's stock for cash in 1939, it could likewise acquire some or all of
the remainder of such stock solely in exchange for its own voting
stock without recognition of gain or loss.
Subparagraph (6) of subsection (a) (1) corresponds to section 112

(g) (1) (C) of the 1939 Code relating to the acquisition by one corpora-
tion, without the recognition of gain or loss, of substantially all of the
properties of another corporation in exchange for part or all of the
voting stock of the acquiring corporation. The rule of this sub-
paragraph is intended to modify the rule of Groman v. Commissioner
(320 U. S. 82) and lIelvering v. Bashford (320 U. S. 454). Under
subparagraph (C) a corporation may acquire substantially all the
properties of another corporation solely in exchange of the voting
stock of a corporation which is in control of the acquiring corporation.
For example, corporation P owns all the stock of corporation A. All
the assets of corporation W are transferred to corporation A solely
in exchange for the voting stock of corporation P. Such a, transaction.
constitutes a reorganization under subparagraph C.
Subparagraph (D) of subsection (a) (1) restates the definition of

existing law appearing in section 112 (g) (1) (D) of the Internal Reve-
nue Code of 1939. Under this definition the term "reorganization"
includes a transfer by a corporation of all or a part of its assets to'
another corporation if immediately after such transfer the transferor
corporation, or its shareholders, or both, are in control of the transferee.
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Your committee's bill has altered tlhe definition to provide that if
the control of the transferee corporation isiin the transferor corpora-
tion or in persons who were shareholders of the transferor, or any com-
bination thereof, tile transfer will nevertheless, qualify as a reorganiza-
tion under section 368 (a) (1) (D), the control owned by these persons
need not be in tile same proportion as it was before the transfer. For
example, corporation A owns only properties connected with a drug
store and a hardware store. Corporation A transfers the drug store
properties to corporation D in exchange for all the stock of D and
transfers the hardware store properties to corporation II in exchange
for all the stock of IJ. Immediately thereafter, corporation A dis-
tributes all the stock in corporation D to X, one of the two share-
holders in A, in exchange for all of X's stock and distributes all the
stock in corporation I- to Y. the other shareholder in A, in exchange
for all his stock. The distributions qualify under section 355. The
transfer of the properties by A is a reorganization under subparagraph
(D). It should be noted, however, that in the event that the values
of thle properties transferred to corporations D and H are dispro.-
portionate to the value of thle stock in A held by shareholders X and Y,
the transaction at the shareholder level may have the effect of a gift
or a compensation. See section 355.
Subparagraph (D) also explicitly states that a transaction of the

type described is only to be considered a reorganization when the
stock and securities of the transferee corporation or corporations are
distribul)ted to the sharcllolders and security holders under the terms
of section 354, 355, or 356. However, where there is no such dis-
tribution, tlhe transaction may, nevertheless, result in nonrecognition
of gain or loss to the transferor corporation under the terms of section
351.

Paragraph (2) of subsection (a) lists three special rules which modify
existing law. It is provided that if a transaction meets the descrip-
tion, both of an acquisition of assets for stock (subsec. (a) (1) (C)) and
also meets tlhe description of a transfer to a controlled corporation
(subsec. (a) (1) (D)) it sliall be treated as described only in subsec-
tion (a) (1) (D).
Your committee intends by this rule to insure that the tax conse-

quences of the distribution of stocks or securities to shareholders or
security holders in connection with divisive reorganizations will be
governcd by tlhe requirements of section 355 relating to distribution
of stock of a controlled corporation.Paragraph (2) (B) provides thalt where one corporation acquires
substantially all the property of another (subsection (a) (1) (0)) if
at least 80 percent of the fair market value of all the property of the
other corporation is acquired solely for voting stock, the remainder
of thle property acquired may be acquired for cash or other property
without disqualifying the transaction as a reorganization. For this
purpose only, a liability assumed or to which the property is subject,
is considered other property. For example, corporation A has assets
worth $100,000 and $10,000 in liabilities. Corporation Y acquires
$98,000 worth of assets subject to a liability of $10,000. Tn exchange
for these assets, corporation Y transfers its own voting stock, assumes
the $10,000 liability, and pays $8,000 cash. This transaction is a
reorganization even though a part of the assets of corporation A is
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acquired for cash. On the other hand, if the assets of corporation
A, worth $100,000, wore subject to $50,000 in liabilities, an acquisition
of all of the assets subject to the liabilities could only be in exchange
for voting stock because the liabilities alone are in excess of 20 percent
of the fair market value of the property. Thus, only the rule of
subsection (a). (1) (0) could be applicable.
Subparagraph (C) of paragraph (2) provides that if one corporation

acquires all, or substantially all, of the assets of another corporation
in a reorganization qualifying under section 368 (a) (1) (A) or (0),
the acquisition will not fail to be a reorganization merely because the
acquiring corporation transfers some or all of these assets to a corpora-
tion controlled by it. This subparagraph is intended to give further
clarification in the area treated in the Groman and Bashford cases,
supra.

Subsection (b) of section 368 defines a "party to a reorganization."
It reinstates existing law as now appearing in section 112 (g) (2)
and in addition provides (with respect to the area of the Groman and
Bashford cases, supra) that the corporation controlling the acquiring
corporation is also a party to the reorganization when the stock of
such controlling corporation is used to acquire assets. It also provides
that a corporation remains a party to the reorganization although it
transfers all or part of the assets acquired to a controlled subsidiary.
Subsection (c) of section 368 defines "control" in the same manner as

section 112 (h) of the Internal Revenue Code of 1939 and section
359 (e) of the House bill.

PART IV-INSOLVENCY REORGANIZATIONS

Sections 371 to 373
These sections repeat sections 112 (b) (9) and (10) of the present

code, relating to insolvency reorganizations, by railroad and other
corporations, together with their related basis and treatment of share-
holder provisions. The principal effect of these sections is to preserve
to a corporation undergoing an insolvency reorganization in a court
proceeding the historic basis of its assets. These provisions were also
contained in the House bill. In both your committee's bill and the
House bill, the rule of section 112 (c) (2) of the 1939 Code which per-
mits the taxation as a dividend of "boot" received in a reorganization
under certain circumstances has been removed from application in the
area of insolvency reorganizations.

PART V-CARRYOVERS
Section 381. Carryovers in certain corporate acquisitions
Your committee has retained, with some additions and technical

changes, the section in the House bill establishing statutory provisions
for the carryover of items or tax attributes from a corporation distrib-
uting or transferring its property to another corporation in a liquida-
tion or reorganization described in subsection (a).
The term "carryover" as used in this section refers to the utiliza-

tion of any one or more of the tax attributes covered by this section.
Unless preceded by "net operating loss," the term does not necessarily
refer to a net operating loss carryover.
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Subsection (a) describes t.h corporate liquiidations and reorganiza-
tions which result in the carryover to the acquiring corporation of the
items specified in subsection (c). This includes the complete liquida-
tion of a subsidiary (unless the basis of the assets distributed to the
parent corporation is determined under section 334 (b) (2)) and the
reorganizations specified in paragraph (2) of subsection (a). The
section does not apply to partial liquidations or to divisive or other re-
organizations not specified in subsection (a).

T1'hroIughout tlhe section, frequent use is made of the terms distribu-
tion, (distributor corporation, transfer, transferor corporation, and
acquiring corporation. Distribution is used in connection with a

complete liquidation of a subsidiary corporation and distributor
corporation is used to denote tlhe subsidiary. Transfer is used in
connection with any reorganization specified in subsection (a) (2)
and transferor corporation is used to denote the corporation which
merges into, consolidates with, or otherwise transfers its property to
another corporate entity. Acquiring corporation refers to the suc-
cessor corporation in either a liquidation or reorganization specified
in subsection (a).

SubsectionI (b) contains operating rules which are applicable to the
liquidations and reorganizations specified in subsection (a) except a
reorganization described in subparagraph (F) of section 368 (a) (1).
Under subsection (b) (1) of this section, the corporation making a
distribution or transfer of property must end its taxable year on the
date of distribution or transfer. If the distribution or transfer is
not completed in one day, the date of distribution or transfer is, as

provided in subsection (b) (2), thle day on which the distribution or
transfer is coImpleted, except that, under regulations, the date when
substantially all tlhe property ihas been distributed or transferred may
be used if the distributor or transferor corporation ceases all opera-
tions, otller tllan liquidating activities, after such date.
Paragraph (3) of subsection (b) provides that an acquiring corpo-

ration to wliich property is distributed or transferred in a corporate
transaction described in paragraphs (1) and (2) of subsection (a)
(except a reorganization described in subparagraph (F) of section 368
(a) (1)) is not entitled to carry back a net operating loss for a taxable
year ending after tho date of distribution or transfer to a taxable year
of thel distributor or transferor corporation. For example, assume
corporations X and Y transfer on December 31, 1954, all their prop-
erty to Z in a transaction described in subparagraph (A) of section
368 (a) (1). If Z has a net operating loss in 1955, such loss cannot
be carried back to a taxable year of X or Y. Or, assume corporation
X merges into corporation Y on December 31, 1954, in a statutory
merger with Y's charter continuing after the merger. If Y has a not
operating loss in 1955, such loss cannot be carried back to a taxable
year of X but shall be a carryback to a taxable year of Y. If, how-
ever, corporation X in a reorganization described in subparagraph (F)
of section 368 (a) (1), merely changes its identity, form, or place of
organization, the resulting corporation is entitled to carry back its net
operating loss to a taxable year of X prior to the reorganization.

Subsection (c) of this section contains 18 paragraphs, each of which
specific. an item or tax attribute of the distributor or transferor corpo-
ration which is to be taken into account by the acquiring corporation
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as of the close of the date of distribution or transfer in the manner and
to the extent provided with respect to such item. The section is not
intended to affect the carryover treatment of an item or tax attribute
not specified in the section or the carryover treatment of items or tax
attributes in corporate transactions not described in subsection (a).
No inference is to be drawn from the enactment of this section whether
any item or tax attribute may be utilized by a successor or a predeces-
sor corporation under existing law.
Paragraph 1 of subsection (c) contains the conditions and limitations

on the carryover of the net operating losses for loss years of the dis-
tributor or transferor corporation. Subparagraph (B) contains a limi-
tation on the amount of the net operating loss deduction attributable
to net operating losses for loss years of the distributor or transferor
corporation which is deductible in the first taxable year ending after
the date of distribution or transfer.
For the purpose of determining the amount of a net operating loss

for a loss year of either the distributor corporation, transferor corpo-
ration, or the acquiring corporation which is a carryover to taxable
years following the taxable year specified in subparagraph (A), the
taxable income of the taxable year specified in subparagraph (A) is
determined under section 172 (b) (2)i subject to the conditions and
limitations imposed in subparagraph (C). Under this subparagraph,
a net operating loss for a loss year of the distributor or transferor
corporation which ends on or before the end of a loss year of the
acquiring corporation is considered to be a net operating loss for a
year prior to such loss year of the acquiring corporation. If the date
of distribution or transfer is on any day other than the last day of
the acquiring corporation's taxable year, the provisions of clauses (i)
to (vi), inclusive, must be followed in determining the amount of a
net operating loss which is a carryover to a subsequent taxable year.
These clauses separate the taxable year in which the date of distribu-
tion or transfer falls into two parts, which are treated as taxable years
solely for the purpose of subparagraph (0). A net operating loss
carryover from a loss year of the acquiring corporation is first carried
to the pre-acquisition part year and then the remainder, if any, is
carried to the post-acquisition part year. For the purpose of deter-
mining under section 172 (b) (1) the years to which a net operating
loss for a loss year of the acquiring corporation is carried, the pre-
acquisition part year and the post-acquisition part year are together
treated as only 1 taxable year.
For example, assume corporation X was organized January 1 1953,

and had net operating losses in the calendar years 1953 and 1954
of $10,000 and $15,000, respectively. Corporation Y was organized
January 1, 1952, and had net operating losses in the calendar years
1952, 1953, and 1954 of $7,000, $10,000, and $25,000, respectively.
On July 4, 1955, Y transfers all its property to X in a transaction
described in subsection (a) (2), and ends its taxable year with $1,000
taxable income before considering the net operating loss deduction.
It has no modifications specified m section 172. (b) (2) (A) for such
taxable year. X has taxable income of $36,500 for 1955 before con-
sidering the net operating loss deduction and also has modifications
specified in section 172 (b) (2) (A) of $365.
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X's not operating loss d(leuction for 1955 is: Netoptrat np
loss carrtorer

Y'8 1952 .-------------------------------.......... ..... .... $6,000
Y' r,15..3-----------..---------------....--------------------..------.. 10, 000
X's 1953--.--------------...------------------------.---...-------.. 10, 000
Y' 1954-----------------..----------------------------------2,000
X's 1954 ---------------- ----------------------------------15, 000

43, 000
I Y's 10,52 net o6ernatiig loss of $7,000 woulll first ofset Y's Inconme of $1,000 for the taxable year ended

July 4 1055, and lihence will bo a net opemting loss carryover of $6,000 to X (or 1055.
J Hib)par. (i) tllnlls tio portion of X's net openitilg loss deduction In 1055 attributable to not opeomting

lo"s (,orryovers front Y to (180/305 of $36,500) $18,000. SBinc Y had net operating loss carryovers of $6,000
and $10,000 from years parlor to 1051, Y's 1954 net opentilug los. carryover of $26,000 Is limited In 1956 to
$2,000.

In computing the net operating loss carryovers to 1956, subpara-
graph (C) requires tloh 1955 taxable income (computed with the
modifications specified in section 172 (b) (2) (A)) to be divided in
two parts, each of which is treated as a taxable year for this purpose
only. Thus 's5's of $30,500--$365, or $18,685, is allocated to thel
pre-acqlisition part year and 18%,5's of $36,500+$365, or $18,180, is
allocated to tle plost-acquisition part year. Only net operating losses
for X's loss years can be used against the pre-acquisition part year
income. X's 1953 net operating loss would be treated as follows:
Net operating loss-----..--------------------------------- $10,000
X's prc-ac(lisition part year income computed under sec. 172 (b) (2)

anld sullbpar. (C)-----..-------------..--..---------------------- -18, 685

No net operating loss carryover to the post-acquisition part year or
any subsequent year------------------------------------------ ------.

X's 1954 net operating loss would be treated as follows:
Net operating loss ..--------------------------------
X'ls prc-acquisition part year income computed under sec. 172 (b) (2)
andsubpar. (C) -- - ---- -----------------

Net operating loss carryover to post-acquisition part year ... ..

X's post-acquisition part year income computed under sec. 172 (b) (2)
and subpar. (C) ----------------------------..--------

$15, 000

'-8,685
6, 315

2-0

Net operating loss carryover to 1956----------------------------- 6, 315
I X's prc-acqulsitlon part year Incomeo of !8,85 Is determined as follows,

Divided portion of Incomo computed with modlflcations speelcfld in sec. 172 (b) (2) (A).... $1, (65
Not operating loss deduction computed inder sec. 172 (b) (2) (B) and subpar. (C) .....------- -1(,0

Total .....................--.............. ....................................... ... 8,68
J X's post-acquisition part year Income of $0 is determined as follows:

Divided portion of Income computed with modlifleatlons sl)ecified In sec. 172 (b) (2) (A).... $18, 180
Net operating loss deduction made upll) of not ol)erating loss carryovers (from prior years) of
$6,000 (Y 1952), $10,000 (Y 1953), and $25,000 (Y 1054) ..................................... -41,000

Incomo Is not considered less than zero............................ .................... 0

Y's 1954 net operating loss would be treated as follows:
Net operating loss ------..............................................------------------------------------- $25, 000
Y's income for taxable year ended July 4, 1955, computed under seBCC.

172 (b) (2).------------------ -------------------------------- 0

Net operating loss carryover to X 1955-------------------------- 25, 000
X's post-acquisition part year income computed under sec. 172 (b) (2)
and subpar. (0)-...-.'. . ..- ..... -----2,180

Net operating loss carryover to 1056---------------------------- 22, 820
I X'S postncqiiltiilton'irt year income of $2,180 Is determined as follows:
Divided portion of Inomoile computed with modifications specified In seeoo; 172 (b) (2) (A)...... $18,180
Net operation loss dedieution nnado up of net operating loss carryovers (from prior years) of
$6,000 (Y 1952) and $10.000 (Y 1053) .......................................................... -16,000
Total ...................................................................................... ,180
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Assuming X remained on the calendar year basis, the yeans to which
the net operating losses may be a carryover under section 172 (b)
(1) are:

Loas year , Carried lo
Y 1952------------------... Y 1953, Y 1984, Y July 4, 1955, X 1956.
Y 1953--------------------- Y 1954, Y July 4, 1955 X 19655X 1956, X 1957.
X 1953------------------ X 1954, X 1955 X 19g6 X190X 1958.
Y 1954 --------------- Y July 4 1955, 1955, k 1956, k 1957, X 1968.
X 1954----------------- X 1955, 1956, X 1957, X 1958, X 1959.

Paragraph (2) of subsection (c) provides that in a liquidation to
which section 332 applies (except in a case in which the basis of the
assets distributed are determined under sec. 334 (b) (2)), or in transfer
pursuant to a reorganization described in sec. 368 (a) (1). (A), (C),
(D) (but only if the requirements of sec. 354 (b) (1) (A) and (B) are
met, or (F), the earnings and profits (including a deficit in earnings
and profits) of the distributor or transferor corporation shall become
the earnings and profits of the acquiring corporation. Since it is
required, except in the case of a transfer pursuant to a reorganization
qualifying under section 368 (a) (1) (F), that, for the purposes of
section 381, the taxable year of the distributor or transferor corpora-
tion end on the date of the distribution or transfer, the amount which
becomes part of the earnings and profits of the acquiring corporation
shall be the earnings and profits of the distributor or transferor cor-
poration accumulated after February 28, 1913, and becomes part of
the earnings and profits of the acquiring corporation accumulated
after February 28, 1913. In no case shall the earnings and profits of
the distributor or transferor corporation, whether or not earnings and
profits of the taxable year which ends on the date of distribution or
transfer, be considered a part of the earnings and profits for the first
taxable year of the acquiring corporation which ends after the date
of distribution or transfer. (See sec. 316 (a) relating to dividends.)

If the distributor or transferor corporation has a deficit in earnings
and profits, section 381 (c) (1) (B) is intended to provide that such
deficit may only be included in the earnings and profits of the acquiring
corporation accumulated after the date of acquisition. That is, such
deficit cannot be used to reduce earnings and profits of the acquiring
corporation accumulated before the date of acquisition. Likewise, a,
deficit of the acquiring corporation can only be used to reduce earnings
and profits of the acquiring corporation accumulated after the date
of acquisition and cannot be used to reduce earnings and profits
acquired from the distributor or transferor corporation. The amount
of earnings and profits of the first taxable year of the acquiring cor-
poration which ends after the date of acquisition which may be
reduced by a deficit of a distributor or transferor corporation is that
amount which bears the same ratio to the total undistributed earnings
(earnings which, but for the operation of this section, would, at the end
of the taxable year, be included in earnings and profits of the acquiring
corporation accumulated after February 28, 1913) for such year as
the number of days of such year after the date of acquisition bears
to the total number of days in such year. The undistributed earnings
for the year shall be determined without regard to such deficit. In
the event that the acquiring corporation has earnings and profits
accumulated after February 28, 1913, and such deficit exceeds the
post-acquisition date undistributed earnings for such taxable year,
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the excess of such deficit over such earnings shall be used to reduce
the undistributed earnings of the next succeeding year determined
without regard to such excess, and, if necessary, in the following
succeeding years. In no case may a succeeding year by omitted for
tho purpose of reducing undistributed profits in succeeding years.
However, if the acquiring corporation had a deficit in earnings and
profits accumulated after February 28, 1913, on the date of acquisi-
tion, such deficit of the distributor or transferor corporation shall be
included in the deficit of the acquiring corporation on the date of
acquisition.

It is intended that"earnings and profits" as used in this section shall
have tlho same meaning as it has for the purposes of section 316 (a).
See section 312 of this report for appropriate adjustments to earnings
and profits.

Paragraph (3) of subsection (c) allows a corporation which acquires
property in a transaction described in subsection (a) to deduct a short-
term capital loss on account of any capital loss carryover which the
distributor or transferor corporation would have been entitled to had
it not transferred the property. The first year in which such loss
may be deducted is the first taxable year of the acquiring corporation
en(ling after thel date of acquisition. However, the deduction in such
year attributable to a capital loss carryover from a distributor or
transferor corporation cannot exceed an amount determined under
paragraph (3) (B). In determining the amount of the capital loss
which is a carryover to a subsequent taxable year, that is. to a year
following the first taxable year of the acquiring corporation ending
after the (late of distribution or transfer, it is necessary to reduce the
capital loss carryover by the amount of any net capital gain against
which it was deductedd in such first taxable year of the acquiring
corporation. Subject to the limitation in subparagraph (B), the
capital loss which is a carryover to thle fewest number of years subse.
quent to such first taxable year of the acquiring corporation should be
de(ducted first against any capital gain in such taxable year.
For example, assume corporation X has a capital loss carryover

from the calendar year 1953 of $10,000 and corporation Y has a,
capital loss carryover, also from the calendar year 1953, of $3,000.
Y transfers all its property to X on September 30, 1954, in a transac-
tion described in sulbsection (a) (2), closes its taxable year on that
date and has no capital gains during ~faid year. X has capital gains
(computed without regard to a capital 'loss carryover) in 1954 of
$10,000. Since Y's 1953 capital loss is first a capital loss carryover
to Y's taxable year ending in 1954 and then to X's 1954 taxable year,
it will be a carryover to one less year subsequent to 1954 than X's
1953 capital loss. Therefore, it should be applied against X's 1954
capital gains first, subject to the limitation in subparagraph B which
provides that the capital loss carryover from Y is limited in X's 1954
taxable year to %o6 of $10,000 or $2,520.80. Thus, $2,520.80 of
Y's capital loss carryover will be applied against X's 1954 capital gain
and the remainder of Y's capital loss carryover, $479.20 will be a
capital loss carryover to 1955. X's capital loss carryover from 1953
will be applied against the remainder of X's 1954 capital gain, leaving
a capital loss carryover to 1955 of $2,520.80.
Paragraph (4) of subsection (c), relating to method of accounting;

requires that if the acquiring corporation and the distributor or tranms
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feror corporation (or corporations) used the same method of accounting
before the date of acquisition, the acquiring corporation shall continue
to use such method after the date of acquisition. If different methods
are used before the acquisition dabe, the acquiring corporation shall
use the method or combination of methods of accounting, pursuant to
regulations prescribed by the Secretary or his delegate in connection
with section 446 (relating to a general rule for methods of accounting).
Paragraph (5) of subsection (c) is intended to provide that, except

for specific provisions in this subchapter with respect to the basis of
inventory received by an acquiring corporation in a transaction de-
scribed in subsection (a), such inventory shall be used by the acquiring
corporation on thie same basis on which such inventory was used by
the distributor or transferor corporation in determining its taxable
income unless a different basis is approved by the Secretary or his
delegate in accordance with section 471 (relating to a general rule for
inventories).
Paragraph (6) of subsection (c) provides that if the acquiring corpo-

ration acquires an asset with respect to which the distributor or trans-
feror corporation computes a depreciation allowance under paragraphs
(2), (3), or (4) of section 167 (b), the acquiring corporation must
compute the depreciation allowance on such asset in the same way.
However, the depreciation allowance under paragraphs (2), (3), or (4)
of section 167 (b) is limited to the basis of such asset (for determining
gain) in the hands of the acquiring corporation which does not exceed
the basis of such asset in the hands of the distributor or transferor
corporation.
Paragraph (7) of subsection. (c) provides that if a distributor or

transferor corporation had elected to report prepaid income in the
manner described in section 452, the acquiring corporation after the
acquisition shall be treated as if it were the distributor or transferor
corporation provided the liability described in section 452 (e) (2) is
assumed and the cash receipts and disbursements method of account-
ing is not used by the acquiring corporation. If the acquiring cor-
poration uses the cash receipts and disbursements method of account-
ing it shall include in iti gross income for the first taxable year
ending after the date of acquisition so much of the prepaid income as
has not been included in the gross income of the distributor or trans-
feror corporation.

Paragraph (8) of subsection (c) provides that the acquiring corpora-
tion shall report the income from any installment obligation which it
acquires from a distributor or transferor corporation in a transaction
described in subsection (a), pursuant to section 453, if such distributor
or transferor corporation reported the income from such obligation
on the installment basis before the transfer. In such a case it is in-,
tended that the acquiring corporation shall be treated as the dis-
tributor or transferor corporation would have been treated had it not
transferred the obligation.
Paragraph (9) of subsection (c) provides that in cases where the

acquiring corporation assumes the liability for bonds of a distributor
or transferor corporation in a transaction described in subsection (a),
the acquiring corporation shall be treated as the distributor or trans-
feror corporation would have been had it not transferred the liability
for the bond', for the purpose of determining the amount of amortiza-
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tion allowable as a deduction or includible in income With respect to
such discount or premium.
Paragraph (10) of subsection (c) is intended to provide that if the

acquiring corporation acquires a minll or mineral deposit in a trans-
action described in subsection (a), and the distributor or transferor
corporation had elected to deduct exploration and development
expenses ratably out of the pProduction of such mine or mineral deposit,
pursuant to sections 615 or 616 (relating to exploration and develop-
melt expenses, respectively), the acquiring corporation shall be en-
titled to d(ledlct such expenses as if it were the distributor or transferor
corporation and had not transferred such mine or mineral deposit.
In applying the limitation with respect to exploration expenses pro-
vided in section 615 (c) to the acquiring corporation, the number of
years in which such expenses were deducted currently, or were de-
ferred by the distributor or transferor corporation, shall be included
in the total of the years in which such expenses are deducted currently,
or are (lefetre(l by tlhe acquiring corporation, in spite of the fact that
the particular property to which such exploration expenses relate may
not have been transferred. If there are 2 distributor or transferor
corl'l)orations, although each deducted such expenses currently in the
taxable year ending on the date of distribution or transfer or elected
to defer such expenses in such year, only 1 year shall be included in
such total of the acquiring corporation.

Paagrgaph (11) of subsection (c) provides that for tihe purpose of
determining the amounts deductible under section 404, relating to
(le(luctions for contributions of an employer to an employer's trust or
annuity l)lan and compensation under a deferred-payment plan, tilhe
acquiring corporation shall bo treate(l as if it were tilhe distributor, or
transferor corporation and there had been no transaction described in
subsection (a). It is intended that tlhe acquiring corporation fulfill
theo requirements which were imposed upon the distributor or trans-
feror corporation as a prerequisite to such deductions, before such
d(ledu(ctions are allowed to the acquiring corporation.

Paragraph (12) of subsection (c) provides that if, in a transaction
described in subsection (a), the distributor or transferor corporation
transfers to the acquiring corporation the right to recover bad debts
prior taxes, and delinquency amounts previously deducted or credited
by the distribluitor or transferor corporation, the acquiring corporation
shall include in its income such amounts as would have been includible
by theo distributor or transferor corporation pursuant to section 111
(relating to recovery of bad debts, prior taxes, and delinquency
amounts).
Paragraph (13) of subsection (c) provides that the acquiring cor-

poration slhall )be treated as the distributor or transferor corporation
after tleo date of distribution or transfer for the purposes of applying
section 1033 (relating to involuntary conversions) if the property or
stock referred to in section 1033 (a) (2) and (3) is included m the prop-
erty transferred in a transaction described in subsection (a).
Paragraph (14) of subsection (c) is intended to provide that for

taxable years ending after the date of a. transaction described in
subsection (a), an acquiring corporation which is a personal holding
company may include a dividend carryover (described in section 664)
of a distributor or transferor corporation in the computation of' the
dividends paid deduction under section 561, to the same extent as the
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distributor or transferor corporation could have included such carry-
over if the transaction described in subsection (a) had not occurred.
Paragraph (15) of subsection (c) is intended to provide that in

computing its undistributed personal holding company income under
section 545, for taxable years ending after the date of a transaction
described in subsection (a), an acquiring corporation, which is a
personal holding company, may deduct, to the same extent as the
distributor or transferor corporation could deduct amounts set aside
to pay or retire certain indebtedness incurred prior to January 1, 1934.
Paragraph (16) of subsection (c) permits the acquiring corporation

to deduct amounts which arise out of an obligation of the distributor
or transferor corporation paid or accrued by the acquiring corpora-
tion after the date of distribution or transfer provided the obligation
is assumed by the acquiring corporation, provided also. that, the
obligation gives rise to a liability after the date of distribution or
transfer and such liability, if paid or, accrued by the distributor or
transferor corporation after such date would haye been deodutible
in computing its taxable income, and provided 'thie obligation was
not reflected in the amount of consideration transferred by the ac-
quiring corporation to the transferor corporation for the property of
the transferor corporation. In other words, if the amount of stock,
securities, and property of the acquiring corporation transferred in
exchange for the property of the transferor corporation was deter-
mined by including the obligation as a liability in valuing the prop-
erty of the transferor corporation, the subsequent payment of such
obligation will not. be deductible by the acquiring corporation under
paragraph (16). This paragraph is not intended to permit the ac-
quiring corporation to deduct amounts paid on account of a lia-
bility of the distributor or transferor corporation which accrued or
was accruable by 'the' distributor or transferor corporation prior to
the date of distribution or transfer.
Paragraph (16) of subsection (c) also permits the deduction in

taxable years beginning after December 31, 1953, of amounts paid for
obligations described in the preceding paragraph even though the date
of distribution or transfer occurred prior to the effective date of the
provisions of this code applicable to the liquidations and reorganiza-
tions described in subsection (a). For example,' if Y corporation
transferred all its property to X corporation in 1942 in a transaction
which, if it had occurred after the effective date of part II, would
have been a transaction described in subsection (a) (2), and X cor-

poration assumed an obligation of Y corporation to make monthly
pension payments directly to Y corporation's retired employees for as

long as each should live, but such obligation was not taken into
account in determining the amount of stock, securities or property
transferred byX to Y in exchange for Y's property, thenX corporation
can deduct in taxable years beginning after December 31, 1953, the
payments made:in each such year to Y.'s retired employees.
Paragraph (17) entitles an acquiring corporation to a deficiency

dividend deduction paid with respect to the distributor or transferor
corporation. In the House bill, a similar provision was' placed in
section 647. Your committee has stricken the provision from section
547 and added it as a carryover item to section 881,
Paragraph (18) permits an acquiring corporation to claim per-
48M -*11
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centago depletion on so-called mine tailings distributed or transferred
to it by the distributor or transferor corporation just as if it were the
distributor or transferor corporation. This provision has no counter-
part in the House bill.
Section 382. Special limitations on net operating loss carryovers
Your committee has retained this section of the House bill but has

made some changes and additions. The section in the House bill
provided generally that if 50 percent or more of a corporation's stock
changed hands during a 2-year period as the result of a purchase or

redemption of stock, tlhe net operating loss carryovers of such corpora-
tion would be reduced by the percentage of the change of ownership.
The section now provides, generally, that if 50 percent or more of a

corporation's stock changes ownership during a 2-year period as the
result of a purchase or redemption of stock, and if the corporation
changes its trade or business, then any not operating loss carryovers
willbe entirely eliminated. In addition, the section contains a new
limitation on net operating loss carryovers in those corporate reorgani-
zations described in section 381. This provision reduces the net op-
erating loss carryovers of either the transferor or acquiring corporation
unless there is a 20 percent or more continuity of interest in the re-
sulting corporation retained by the stockholders of the corporation
with the net operating loss carryovers.

If a limitation in this section applies to a net operating loss carry-
over, section 269, relating to acquisitions made to evade or avoid
income tax, shall not also be applied to such net operating loss carry-
over. However the fact that a limitation under this section does
not apply shall have no effect upon whether section 269 applies.

Subsection (a) applies to the purchase of a corporation and change
in its trade or business. It is applicable to any corporation which
falls within each of the three conditions specified in subparagraphs
(A), (B), and (C) of paragraph (1). Subparagraph (A) provides that
1 or more of the 10 largest unrelated stockholders must own, at the
end of the taxable year a percentage of the fair market value of the
outstanding stock which is at least 50 percentage points more than
such person or persons owned at either the beginning of such taxable
year or the prior taxable year. Thus, subsection (a) will not be
applicable unless the 10 largeststockholders own at least 50 percent
of the fair market value of the oustanding stock and, then, will only
be applicable if 1 ormore of such 10 persons has increased the percent-
age of the fair market value of the outstanding stock he or they own
by 50 percentage points or more during the specified period. An
increase of 50 percentage points does not mean the same as a 50-
percent increase. Thus, a stockholder who owns 4 percent of the fair
market value of the outstanding stock and who increases his owner-

ship to 6 percent has had a 50-percent increase in ownership but only a
2 percentage point increase. Paragraph (3) of subsection (a) gives
the rules ,for determining ownership of stock and paragraph (2)
specifies the persons to be used in determining whether the con-
ditions in subparagraph (A) have been met. Subparagraph (B)
provides that the increase of 50 percentage points required in sub.
paragraph (A) must be caused by a purchase bythe person who
has the increase or by a decrease in the amount of outstanding
took (but not a decrease resulting from redemption to pay death
taxes to which see. 303 applies). The subparagraph is worded so
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as to prevent avoidance of the limitation through the purchase of
an interest in a corporation, partnership, or trust owning stock in
the corporation with the net operating loss carryover. An increase
in percentage of stock owned resulting from a purchase by some
other person, a tax-free reorganization, a gift, or a devise is not
counted in determining whether the 50 perce entage point increase has
been reached. Subparagraph (C) contains the third condition which
must be met before the limitation in subsection (a) is applicable.
It provides that if the corporation has not continued to carry on a
trade or business substantially the same as that conducted imme-
diately before any change in the percentage ownership of the fair
market value of the stock, the condition in subparagraph (C) is met.
The change in percentage ownership refers to an increase which would
be counted under subparagraphs (A) and (B) in determining whether
the 50 percentage point increase has been reached. If, as a result. of
such an increase, the corporation shifts from one type of business to
another, discontinues any except a minor portion of its business,
changes its location, or otherwise fails to carry on substantially the
same trade or business as was conducted before such an increase,
then the condition in subparagraph (0) is met.
Paragraph (2) of subsection (a) specifies the 10 persons (more or

less) who are used to determine whether there has been a 50 per-
centage point increase in the ownership of the fair market value of
the outstanding stock. The attribution rules specified in paragraph
(3) are applicable in determining the ownership of stock. It is pro-
vided, however, that persons so related to each other that the stock
of one is attributed to the other shall be considered as only 1 person
solely for the purpose of selecting the 10 persons (more or less) who
own the greatest percentage of the fair market value of the stock.
For example, assume A, the largest stockholder of X corporation,
owns 60 percent of the fair market value of the outstanding stock
and has 9 living children. Under the attribution rules, each of the
9 children will be considered to own 60 percent also. However in
selecting the 10 persons described in paragraph (2), A and his children
will be considered only 1 person and it will be necessary to select at
least 9 more persons owning the next largest percentage of stock or
such lesser number as there are persons owning the remaining stock.
Even though, for purposes of paragraph (2), related persons are
considered as only one person, in applying the conditions in para-
graph (1), each person is to be considered separately.

Paragraph (3) specifies the attribution of ownership rules which
are to be applied in determining the ownership of stock for purposes
of subsection (a).

Subsection (b) is designed to prevent the liberalized carryover of
net operating losses permitted in section 381 from being used by one
corporation to acquire the total net operating lop, carryoyers of
another corporation without giving up atleast a ,20 percent,share to
the stockholders of the corporation with the net operating los car.'y-
over. If the stockholders of the loss corporation have a 20 percent
or more interest in the successor corporation, itis felt there is a suffi-
cient continuity of interest in the net operating loss carryover to
justify permitting the entire net operating loss to carry over. If,
however, the stockholders of the loss corporation receive less than a
20 percent interest in the successor corporation, the net operating
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loss carryover is reduced as I)roviddcl in paragraph (2). Tile 20 per-
cent continuity of interest requirement is intended to apply to the
corporation which includes the net operating loss carryover in its net
operating loss deduction. Thus, the 20 percent requirement cannot
be watered down by inserting one or more corporate entities between
the corporation witl the loss and the corporation deducting the loss.
Paragraph (1) sets out the general rule which is applicable only in

the case of a reorganization specified in paragraph (2) of section 381 (a).
In such a case, it is applicable regardless of whether tlhe transferor
corporation, the acquiring corporation, or both, have a net operating
loss carryover. Tlho stockholders of the corporation with the not
operating loss carryover must own, as a result of owning stock in tlho
loss corporation immediately before the reorganization, 20 percent or
more of the fair market value of the outstanding stock of the acquiring
corporation or tlho reduction in paragraph (2) will apply. For
examlne), assume X corporation lihas a not operating loss carryover to
1955 of $100,000 and assets valued at approximately 4 percent of the
value of tlhe assets of Y corporation. Y merges into X in a statutory
merger on December 31, 1954. Y's stockholders own, as a result of
tlhe reorganization, 96 percent of tlioe fair market value of X's out-
standing stock and X's stockholders now own 4 percent of such fair
maR ket value. In such a case, the limitation would be applicable to
tlhe net operating loss carryover to 1955 because the stockholders of the
loss corporation owned only a 4 percent interest in the successor
corporation. Assume tlhe above example and the additional fact
that on December 30, 1954. X's stockholders purchased one-third of
Y's stock from its stockholders. After the reorganization, X's stock-
holders before the reorganization would own 4 percent of X's stock
as a result of owning stock of the loss corporation and 32 percent
(one-third of 96 percent) of X's stock as a result of owning stock in
X corporation. Hence, the limitation would also apply.
The reduction of the net operating loss carryover is determined in

paragraph (2). In the above examples, the stockholders of the loss
corporation owned 4 percent of the fair market value of the outstanding
stock of the acquiring corporation as the result of owning stock of the
loss corporation. Under paragraph (2), the 4 percent would be
multiplied by 5 to give 20 percent and this amount would be sub-
tracted from 100 percent to give the percentage of reduction, 80
percent.

Paragraph (3) provides that the limitation in subsection (b) shall
not apply if the transferor corporation and the acquiring corporation
are owned substantially by the same persons in the same proportions.

Paragraph (4) provides for the appropriate reduction in a net
operating loss carryover not completely absorbed in the year in
which the limitation in this subsection is applicable. The effect of
this paragraph is to apply the reduction against the oldest net oper-
ating loss first, and then, if necessary, against subsequent net operating
losses in order.

Subsection (c) gives the definition of stock. It is applicable to
both subsections (a) and (b).
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PART VI-EFFECTIVE DATE OF SUBCHAPTER 0

This part provides rules with respect to the time when the various
other parts of this subchapter shall take effect. Your committee has
revised the effective dates of these provisions in an attempt to remove
any hardship which may result to a taxpayer by reason of an unantic-
ipated change in the tax law where the taxpayer may be in the process
of completing a transaction in reliance on such law as it now exists.
Section 391' Effective date of part I
This section provides that part I of this subchapter, relating to

distributions by corporations, shall take effect on June 18, 1954
unless otherwise provided. Section 306, relating to the disposition of
certain stock, applies only with respect to dispositions (or redemptions)
occurring on or after June 18, 1954. Since, in general section 306 (h)
exempts from the application of the section stock which is outstanding
prior to June 18, 1954, section 306 will be only prospective in its
application.
Section 892. Effective date of part II
Except as otherwise provided in this subchapter, part II, relating

to corporate liquidations, shall apply to liquidations only if the first
distribution in pursuance of the plan of liquidation occurs on or after
June 18, 1954. Section 341, relating to collapsible corporations,
applies regardless of whether the corporation makes distributions in
liquidation and accordingly, this section is made applicable with
respect to sales, exchanges, and distributions on or after June 18, 1954.
Section 393. Effective dates of parts III and IV

Subsection (a) of this section provides that except as otherwise
provided in this sutbchapter, parts III and IV, relating to corporate
reorganizations and insolvency reorganizations, respectively, shall take
effect on June 18, 1954.

Subsection (b) provides special rules involving the adoption of plans
of reorganization. One example of the adoption of a plan of reorgani-
zation is a resolution by the board of directors of a corporation, or by
its shareholders, whether or not such resolution would constitute
sufficient authorization under the applicable stated law. In the event
that it is desired to have the rules of the 1954 Code apply, your com-
mittee does not intend to prohibit the readoption of an existing plan
of reorganization.
Paragraph (1) states the general rule that parts III and IV apply

only in respect of plans of reorganization adopted on or after June 18,
1954 and for this purpose a plan to make an exchange or distribution
which is described in section 355 (or so much of sec. 356 as relates to
sec. 355) shall be treated as a plan of reorganization.

Paragraph (2) provides a special rule applicable to cases where a
plan of reorganization was submitted to the Secretary for ruling prior
to June 18, 1954,and where the plan of reorganization was not, how-
ever, adopted before that date. Inuch a case the corporations which
are parties to the reorganization may elect, unde reultions, to com-
plete the reorganization 'm accordance wihthe pl':isosubmi"td ii
the event a rung is issued with respet to such plan regardless of the
date of its issuance. If the elect& n is made under this paragraph the
tax treatment, both as to corporations which are parties to the re-
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organization and to their shareholders and security holders, shall be
determined under the Internal Revenue Code of 1939 in accordance
with the contents of such ruling. Your committee does not intend
that a corporation which is not in existence on June 18, 1954, shall be
required to make the election prescribed herein. In such a case it
will be sufficient if the corporations still in existence make the required
election.

Paragraph (3) allows an election in certain cases to have the rules
of the 1954 Code apply to a plan of reorganization which has been
adopted prior to the June effective date of parts III and IV. If a
plan of reorganization was adopted after March 1, 1954, and before
Juno 18, 1954, or was adopted before June 18, 1954, in pursuance of
a court order and all distributions under the plan occur after March 1,
1954, and before July 1, 1954, this election is available. The election
isn to be made, under regulations, by the corporations which are
parties to the reorganization. In such event the tax treatment of
the reorganization at both the corporation and shareholder levels
shall be determined under the Internal Revenue Code of 1954. Ia
the event that the plan contemplates an exchange or distribution
described in section 355 and related provisions, which would not
constitute a reorganization under the 1939 Code, then the plan to
make an exchange or distribution shall be treated as a plan of reorgan-
ization for purposes of this paragraph.
Section 394. Effective date of part V
This section establishes the effective dates-for applying sections

381 and 382.
Subsection (a) of this section provides that section 381, relating

to carryovers in certain corporate acquisitions, shall apply to liqui-
dations and reorganizations, the tax treatment of which is deter-
mined under the Internal Revenue Code of 1954. Thus, under the
general rule with respect to reorganizations, section 381 will apply in
the case of plans of reorganization adopted on or after June -, 1954
and will not apply in the case of an election to have the Internai
Revenue Code of 1939 applicable to a reorganization under section
393 (b) (2).Subsection (b) provides the effective date for section 382 (a),
relating to special limitations on net operating loss carryovers as a
result of a change in ownership. For purposes of applying the special
limitation in section 382 (a), the beginning of the taxable year specified
in clauses (i) and (ii) of section 382 (a) (1) (A) shall be considered
to be the beginning of such taxable year or June -, 1954, whichever
occurs later.

Subsection (c) supplies the effective date for the application of
section 382 (b), relating to limitations on loss carryovers where a
change of ownership is the result of a reorganization. Section 382
shall apply to reorganizations, the tax treatment of which is determined
under the Internal Revenue Code of 1954.
Section 895. Special rules for application of this part

This section provides rules intended to supplement the rules
previously described in this part. Subsection (a) provides that any
provision of this subchapter, the applicability of which is stated in
terms of a specific date, shall apply with respect to taxable years
ending after such date. In the case of a taxable year subject to the
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1939 Code each provision of the 1954 Code shall be deemed to be
included in the 1939 Code, but shall apply only to taxable years
ending after such specific date.

Subsection (b) provides that to the extent the provisions of this
subchapter supersede the provisions of the 1939 Code, the provisions
of such code are repealed. The provisions of the 1939 Code shall
continue to apply with respect to transactions for which rules are
provided in suibchapter C until such rules take effect.

SUBCHAPTER D-DEFERRED COMPENSATION, ETC.
PAnT I. PENSION, PROFIT-SHARING, AND STOCK-BONUS PLANS

Part I of subchapter D, which includes sections 401 through 404,
continues, with the exceptions described below, the provisions of the
1939 Code relating to qualification of stock bonus, pension, and
profit-sharing plans; -taxability of distributions from employees'
trusts; taxability of employee annuities; and deductions for contribu-
tions of an employer to an employees' trust or annuity plan.
Section 401. Qualified pension, profit-sharing, and stocc-bonus plans

This section corresponds to section 165 (a) of the 1939 Code, and
section 162 (d) (2) (B) of the Revenue Act of 1942, as amended by
Public Law 611 (78th Cong.), approved December 20, 1944, relating
to qualification of employees' trusts. Present law is changed only
by providing, as in the House bill, that a trust may qualify only if it
is a trust created or organized in the United States.
Section 402. Taxability of beneficiary of 'employees' trust
This section corresponds to section 165 (b),: (c), and (d) of the 1939

Code, relating to taxabilityjf beneficiaries of employees' trusts. Sec-
tion 166 (b) of the 1939 Code provides that if the total distributions
payable by a qualified employees' trust ere paid to the distributee with-
in one taxable year of the distribute on account of the employee's
death or other separation from the service of the employer, the amount
of such distribution to the extent exceeding'the amounts contributed
by the employee shall be considered a gain from the sale or exchange
of a capital asset held for more than,. 6 months. This capital gains
treatment of existing law is continued in section 402 (a) (2) and, like
the House bill, is extended .to cases where the distributionison account
of the death of the employee after his separation from the service.
In addition, like the House bill capital gains treatment is provided in
certain cases by section 402 (e) where distributions are made on ter-
mination of a plan if such termination is incident to the complete
liquidation of the corporate employer. However, the House bill has
been restricted so that this provision will apply only in the 6ase of
distributions made after December 31, 1953, and before January 1,
1955, as a result of the complete termination of a stock bonus P sion,
or profit-sharing plan of aiiemployer which is a' corporation, ifthe ter-
mination of the plan is incidentto the complete liquidation, occurring
in a year prior'to the calendar year in which any: uchistributions
are' made, of the corporation, whether or not. suclih.liquidation s
incident to a reorganization as defined in section 368 (a). t dis-
appearance of the corporate entity byxreason of the merger orco.nli-
dation of uh corporation th another corporationwillconstitute,
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liquidation for purposes of this provision. For purposes of section
402 (a) (2), tile teini "total (listri)buitions payable" is defined as the
balance to the credit of an employee which becomes payable to a
distributeeo by reason of occurrence of the specified events, so that
partial distributions made prior to occurrence of the specified events
will not (lefeat application of the capital gains treatment.
Except in the cases where capital gains treatment is provided, dis-

tributions by employees' trusts will, as under present law, be 'taxable
as annuities. The rules set forth in section 72, relating to taxation
of aniilties, will appl)ly except that, like tlhe house bill, tlhe 3-year
averaging devicee provided by section 72 (e) (3) for certain amounts
not received as annuities would not be apl)licable to distributions
within the scope of section 402.
The rules of section 165 (b). of the 1939 Code, regarding the tax

h'eatmient of unrealized appreciation in the securities of tlhe einployer
corporation where there is a distribution of such securities, are re-
tainled unchanged in section 402 (a) (1) and (2). In addition the term
"securities of the employer corporation" would continue to be defined
as including securities of a I)arent or subsidiary corl)oration (as de-
fined in section 421 (d) (2) and (3)) of the employer corporation.
'lls definition thus incorporates the liberalizing change in the section
421 definition of parent or subsidiary corporation under which, for
example, an employer corporation would bo the parent of another
corporation of which it owns 50 percent or more of the total combined
voting power of all classes of stock. Under existing law such em-
ployer corporation would be the parent only if it owned more than 50
percent of such stock.
A further change made in the House bill relates to the taxability

of beneficiaries of certain foreign situs trusts. A stock bonus, pen-
sion, or profit-sharing trust created or organized outside the United
States may not be exempt from tax under section 501 (a) since a

specific requirement for qualification tinder section 401 (a) is that
the trust be created or organized in the United States. However,
section 402 (c), added to the House bill, provides that for purposes
of section 402 (a) and (b), relating to taxability of beneficiaries of
employees' trusts, a stock bonus, pension, or profit-sharing trust,
which would qualify for exemption from tax under section 501 (a)
except for the fact that it is a trust created or organized outside the
United States, shall be treated a3 if it were a trust exempt from tax
under section 501 (a).
Section 403. Taxation of employee annuities -

Tis section correspond to section 22 (b) (2) (B) of the 1939 Code,
relating to taxability of employees' annuities. Existing law provides
that if the total distributions payable by a qualified employees' trust
are paid to the distributee within 1 taxable year of the distributed on
account of the employee's death or other separation from the service
of tihe employer, the amount of such distribution to the extent exceed-
ing the amounts contributed by the employee shall be considered a
gain from the sale or exchange of a capital asset held for more than
6 months. As in the House bill, similar capital gains treatment is
provided by this section for lump-sum distributions in connection
with employee annuities, and also for such distributions made by
reason of the death of an employee after his separation from the
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service of the employer, Specifically, section 403 (a) (2) provides
that if an annuity contract is purchased by' anll employer for an
employee under a plan which meets the nondiscrimination require-
ments for qualified trusteed plans, if the plan requires that refunds
of contributions with respect to annuity contracts purchased under
the plan be used to reduce subsequent premiums on the contracts
under the plan, and if the total amounts payable by reason of an

employee's death or other separation from service, or by reason of
the employee's death after separation from service, are paid to the
payee within 1 taxable year of the payee, then the gain on receipt of
such payments shall be considered a gain from the sale or exchange
of a capital asset held for more than 6 months.
The term "total amounts" is defined as the balance to the credit

of an employee which becomes payable to the payee by reason of
occurrence of the specified events, so that partial distributions made
prior to occurrence of the specified events will not defeat application
of the capital-gains treatment. .

In those cases where capital-gains treatment does not apply, em-
ployee annuities will, of course, be taxable under section 72 relating
to the taxation of annuities, except that, like the House bill, the 3-year
averaging device provided by section 72 (e) (3) for certain amounts
not received as annuities would not be applicable to employee annuities
within the scope of section 403.
Section 4404. Deduction for contributions of an employer to an employees'

trust or annuity plan and compensation under a deferred-payment
plan'

This section corresponds to section '23 (p) of the 199 Code, relat-
ing to employer deductions for contributions to employees' trusts and
annuity plans.

Profit-sharing plan of affiliated group (see. 404 (a) (3S) (B) ),-This
provision, which was also in the House bill, relates-to the shifting
under certain circumstances of contributions, and deductions for such
contributions, among members of an affiliated group of corporations
which has a common profit-sharing plan and, in certain cases, a
common stock bonus plan. Under existing law a group of corpora-
tions may establish a common profit-sharing plan, but there may be
no shifting of contributions or deductions among .the group. F6i
example, if one member of the group' has a loss in a given year, and
no accumulated earnings or profits,'it could not makeloa contribution
to the plan for its employees, and no othermiember'of the grbiippcouild
make the contribution on its behalf. Under section 404 (a) (3) (B)
if a profit-sharing !plan, or a stock bonus plan in which contributions
are determined with reference to profits, is established by a group of
corporations which is an affiliated, group, as that term Is defined for
purposes of filing consolidated returns, and a member of the group is
prevented from making a' contribution because it has nio current or
accumulated earnings or profit the contribution could mniade for
the benefit of the employees of the los corporation, by thelieiemhers
of the group that haye profits. Under the amendmet, f' the group
does aot file a consolidated return, the member of the group would
be required to divide up thecontributionn so that eac would make
up that proportion of the, contribution for the loss member which
its profits bear t oe tal profits of ithe members Which have profits.
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Each member of the group making a contribution under these rules
on behalf of a loss member would be allowed to deduct the contribu-
tion. However in determining any credit carryover of such loss
member, contributions made by other members of the group on
behalf of the loss member would be treated as if made by the loss
member. The provision is identical to the House bill except that it
has been extended to stock bonus plans in which contributions are
determined with reference to profits, and allocation of the contribution
among the profit nmemblers would not be required where a consolidated
return is filed.

Trusts created or organized outside the United States (sec. 404 (a)
(4)).-A stock bonus, pension, or profit-sharing trust created or
organized outside the United States may not be exempt from tax
umider section 501 (a) since a specific requirement for qualification
under section 401 (a) is that the trust be created or organized in the
United States. However~ section 404 (a) (4) specifically provides,
like the House bill, that if a stock bonus, pension, or profit-sharing
trust would qualify for exemption under section 501 (a) except for
the fact that it is a trust created or organized outside the United
States, contributions to such a trust by an employer which is a resident,
or corporation, or other entity of the United States, shall be deductible
under tilhe preceding paragraphs of section 404 (a).

Taxpayers on accrual basis (sec. 403 (a) (6)).-Section 404 (a) (6)
provides, like the House bill, that for purposes of paragraphs (1), (2),
or (3) of section 404 (a) an accrual-basis taxpayer shall be deemed to
have made a payment under a plan on the last day of the year of
accrual if the payment is on account of such taxable year and is made
not later thah the time prescribed by law for filing- the return for such
taxal)eo year (including extensions thereof). This provision is like
section 23 (p) (1) (E) of the 1939 Code except that the present law
grants a period of only 60 (lays after the close of the taxable year in
which such payment must be made in order to be deemed made in
the year of accrual.

Certain negotiated plans (see. 404 (o)).-This provision, which is not
in the House bill, provides that if contributions are paid by an em-
ployer under a plan under which such contributions are held in a
welfare trust for the purpose of paying for the benefit of employees
and their families and dependents at least medical or hospital care
and pensions on retirement or death of employees, and such plan is
established prior to January 1, 1954, as a result of an agreement
between employee representatives and the Government of the United
States during a period of Government operation under seizure powers
of a major part of the productive facilities of the industry in which
such employer is engaged, such contributions shall be deductible
under section 162 (relating to trade or business expenses). The
enactment of this provision is not intended to have any effect on the
interpretation of the 1939 Code.
The expression in the bill "as a result of an agreement" is intended

primarily to cover a trust established under the terms of such an

agreement. It will also include a trust established under a plan of
an employer, or group of employers, who are in competition with the
employers whose facilities were seized by reason of producing the
same commodity, and who would therefore be expected to establish
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such a trust as a reasonable measure to maintain a sound position in
the labor market producing the commodity.

If any such trust becomes qualified for exemption under section
501 (a), the deductibility of contributions by an employer to such
trust on or after the date of such qualification would no longer be
governed by this provision, even though the trust may later lose its
exemption under section 601 (a),

Carryover of unused deductions (404 (d)).-This provision, which
was contained in the House bill, preserves for employers a carryover
of unused deductions and contributions in excess of deductible amounts
for taxable years to which part I of subchapter D does not apply
and which would have been deductible in later years if section 23
(p) of the 1939 Code, providing for such carryovers, were continued
in effect in taxable years to which part I of subchapter D applies.
However the House bill has been changed by adding a sentence
which will insure that-duplicate deductions cannot be claimed in any
taxable year to which part I of subchapter D applies under the new
code and- under section 23 (p) of the 1939 Code. The following
example will illustrate the application of the added sentence. Assume
that an employer filing returns on the calendar year basis makes a
$500,000 contribution to a pension trust in 1963 and a $500,000 con-
tribution in 1954 on account of past service liability. Assume further
that the past service liability is $1 million. The employer may not
claim a deduction in 1954 of $100,000 (10 percent of past service'
liability) under section 23 (p) and a duplicate deduction of $100,000
for the same year under section 404 (a) (1) (D). His deduction will
be limited to $100,000.

PART II-MISCELLANEOUS PROVISIONS
Section 42I. Employee stock options

This section, which corresponds to section 421 of the House Bill,
revises section 130A which was added to the 1939 Code by the Rev-
enue Act of 1950 to provide special rules for the tax treatment of
certain employee stock options. The statutory scheme of section 130A
has been substantially retained but certain changes have been made,
to eliminate ambiguities and to provide more defimtfi rules with respect
to unanswered problems raised by. the enactment of section 130A.:.
The first changes to provide specifically that variable price options

are entitled to the benefits of this section. A variable price option is
an option in which the price to be paid by thq employee for stock
under the option is not determinable at the time the option is granted
because it is computed under a formula that is related to the market
value of the stock at a date subsequent to the granting of the option,
The variable price option was not easily adaptable to the statutory
language of section 130A, since that section, as drafted, appeared ap-
plicable only where the price to be, paid for the silck under he option,
was the sam' at the time the option was granted as at the time the
option,wa ,exercised. .;a , ,,;-< *' i;, ..2;c, ; e i *S l-

T1 , 8section now mclud. s yaTabJo price options p,eci¢.yby(y)permitting them to qualify under the peroetageg e*s nctwithanding
th facit.tha they may not,be presently exercisble (clause (fi) of spuec.
(d) ;() (A)); (2) li'tng the compensation, m the casa of 8,5 to. ,

293



INTERNAL REVENUE CODE OF 1954

percent options, to the spread existing at the time the option was
granted (subsec. (b) (2)); and (3) changing the amount received by
the employer corporation to "price paid under the option" in lieu of
"option price" as it was under section 130A (subsec. (a) (3)). For
example, an option is given to X in connection with his employment
entitling him to purchase, after the elapse of 1 year, 100 shares of the
stock of A company, his employer, at 85 percent of market value.
The market value of A company stock at the time the option is
granted is $100 per share. One year later the market value of A
company stock is $200 and X exorcises the option buying 100 shares
at $170 per share for a total of $17,000. After holding the stock for
2 years lie sells the stock for $250 per share or $25 000. Since the
purchase price of the stock under the option would have been $85
per share had the option been exercised at, the date of grant, the
option qualifies under clause (ii) of subsection (d) (1) (A). His gain
under subsection (b) shall be the lesser of (1) $250 (market value
when sold) minus $170 (price paid for stock); or (2) $100 (market
value at the time the option was granted) minus $85 (the price that
would have been paid for the stock had it been exercised at the date
the option was granted). Consequently, X upon the sale of his 100
shares of A company stock will be taxable on $15 per share ($1,500)
ordinary income and $65 per share ($6,500) capital gain. In deter-
milling the capital gain, the amount taxable as ordinary income ($15)
is added to the purchase price of the stock ($170).
Your committee has modified this change by qualifying only those

variable price options in which the price to be paid is computed under
a formula having as its only variable the value of thListock purchased.
The second change is intended to preserve the benefits of this section

for an employee having a restricted stock option where there is a
corporate reorganization'of the employer, or parent or subsidiary, or
a change in ownership of any such corporations. Under section 130A
(a) an employee must be an employee of either the corporation granting
the option or a parent or subsidiary thereof at the time the option is
exercised. A strict interpretation of this language would deny an
employee the benefits of section 130A, for example, in the case where
he was not employed by the corporation which had granted him the
option but by a corporation which acquired his employer in a merger
under State law. Since many restricted stock options give employees
equivalent rights to purchase the stock of their new employer, this
situation is not uncommon. Your committee intends to overcome
this strict interpretation by providing in subsection (a) that the
employment requirement is satisfied if the employee is employed by
a corporation, or its parent or subsidiary, which has issued or assumed
an option under subsection (g).
This change is also related to what constitutes a modification under

subsection (e). When the new employer corporation, or its parent
or subsidiary, or a new parent corporation assumes the option or
issues a new option in place of it does this constitute a modification?
Subsection (e) has been amended by your committee to provide that
the issuance or assumption of an option in accordance with the pro.
visions of subsection (g) shall not constitute a modification.

Subsection (g) is intended to permit the assumption of the old
option or the substitution of a new option in its place whenever this
i necessary in order to preserve the rights of the employee under his
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old option by reason of a corporate merger, consolidation, acquisition
of property or stock, separation, reorganization or liquidation This
subsection is not intended to apply to corporate transactions which do
not affect the rights of the employee under his option. Furthermore,
the aggregate spread between the option price and the value of all
stock subject to the option immediately after the assumption or sub-
stitution must not be greater than such spread in the old option im-
mediately before the assumption or substitution. The assumption or
substitution also must not result in the employee obtaining additional
benefits under the.new option which he did not have in the old option.
The only changes in the terms of the option which may be made are
those made solely by reason of any of thle corporate transactions de-
scribed above and all terms of the old option must be maintained except
to the extent such terms are rendered nugatory by reason of such
transaction.
To illustrate the effect of subsection (g), suppose that E is employed

by X corporation and has an option for 1,000 shares of its stock. Y,
parent corporation of X, liquidates X. Under this section it ic per-
missible for Y corporation to issue another option in place of the old
option as long as the aggregate spread of the new option is not greater
than the aggregate spread of the unexercised portion' of the old option.
Y corporation may grant an option for more than 1,000 shares but the
spread for each share must be accordingly smaller in order that the
aggregate spread in the new option does not exceed that of the old
option. For example, if the spread in E's option from X corporation
was $20 per share and Y.should issue E an option for 2,000 shares, the
spread must be. $10 or. less per. share, The option from Y must not
give E ahy additional benefits which he did not have under his option
with X. For example, the privilege to purchase the stock subject to
the option in installments and any exercise period longer than that
in the old option would be considered additional benefits.
Your committee contemplates that subsection (g) will be applicable

to corporate transactions such as a change in the parent-subsidiary
status where the employee had an option in the parent, the disappear-
ance of the corporate entity of the employer corporation or its parent
or subsidiary, or the formation of a new employer corporation or parent
or subsidiary of such corporation.
Another change is found in subsection (d) (1) (0) and provides that

where the option price is at least 110 percent of the market value of the
stock at the time the option is granted and the option is exercisable
over a period of not more than 5 years, an employee may own more
than 10 percent of his employer's stock at the time the option is granted
and still be entitled to the benefits of this section. A minor change
was made by your committee in this provision so that options may
qualify under the exception if they are exercisable :within 5 years or
exercised within a year after the enactment of this title. .

,
Th next change is found in subsection (d) (1). (D) providing tit

restricted stock options granted after June 18, 1954,must be exercis-
able within a period Of 10 years. This rule is intended 'to eliminate
cases ,where options are granted, covering, a period of such, great
duration that the employee is almost; certain of.benefit, even though
there is no action on his part to increase the success of the employer
corporation. This:provision has been retained by your committee,
but the effotite date ha been changed to June 18; 1954.
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Your committee lhas amended section 421 (d) (2) and (3) to alter
tlhe definition of parent and subsidiary. The present law requires
ownership of stock possessing more than 50 percent of the voting
rights, but your committee has provided that ownership of just 50
percent is sufficient.

Subsection (d) (4) (B) is clhannged and additionally defines a disposi-
tion as an event which terminates a joint tenancy except where the
stock is reacquired by the employee and excludes from such definition
the acquisition or transfer of stock acquired under a restricted stock

option in joint tenancy. This provision is inten(ted generally to
incorporate the rule of section 39.130A-5 (3) (ii) of Regulations 118
in order that stock acquired in common-law States under a restricted
stock option may be owned jointly without disadvantageous tax
results.

Subsection (d) (0) lias been amended to provide definite rules for the
exercise of restricted stock options after the death of the employee.
Under-section 130A the tax consequences of the exercise of a restricted
stock option by the estate or beneficiary of a deceased employee are in
an uncertain state. This paragraph provides that the estate or
beneficiary sliall receive tlhe same treatment the employee would have
received hadhe lived an(l exercised the option. However, the estate
or beneficiary is not required to be an employee at the time the option
is exercised nor are they subject to the holding period requirements
providing that the stock must not be sold prior to 2 years from the
date the option was granted nor 6 months from the date the stock was
acquired. In the year that an amount is includible, under subsection
(b), in tho income of the (lecedent's estate or beneficiary there shall be
allowed a deduction for tlhe estate tax attributable to the'inclusion
of tlhe net value of the restricted stock option in the decedent's estate.
Your committee has amended this provision so that when the estate

transferred the stock acquired by the exercise of the option to anybeneficiar, of theo estate, such transfer would be treated as a disposl-
tion resulting in the inclusion of an amount in income where subsection
(b) is applicable.
Subsection (e), relating to the modification, extension, or renewal of

an option, has been revised. In the House bill, paragraph (1) applies
to options granted prior to January 1, 1954, and exercisable over a
period of more than 10 years and retains the present law of section
130A (e). Paragraph (2) applies to options exercisable over a period
of not more than 10 years (this includes restricted stock options
granted after December 31, 1953, and options granted at any time
that are exercisable over a period of 10 years or less). This paragraph
eliminates tile requirement in present law that upon a modification,
extension, or renewal tile new option price must be at least 85 percent
of the fair market value of the stock at its highest point on the date of
grant or at the time of any subsequent modification, extension, or
renewal. This worked a hardship in the case of options on stock that
had declined in value, since situations developed where the option price
after a modification, extension or renewal had to be higher-than the
market value of the stock in order to qualify as restricted stock options.
Additionally, a modification has been defined as any change in the
terms of the option which gives the employee additional benefits under
the option. For example, the shortermng of the exercise period of an
option would not bo considered a modification. Also, any option
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granted after February 26, 1945, which would otherwise qualify as a
restricted stock option except for the fact that it is assignable, may
qualify as a restricted stock option by changing its terms to make it
nonassignable and exercisable over a period of not more than 10 years
from the date the option was granted without these changes being
considered a modification of the option.

In general, your committee has retained the effect of the House
revision of subsection (e). However, your committee has limited the
exception to take care of a modification where the value of the stock
has declined to situations in which the decline is relatively prolonged.
Accordingly, the distinction between options granted before and after
the enactment of this title is eliminated, and in all cases the highest
value test is used unless there has been a 20-percent decline in the
value of the stock over a 12-month period. The change to take care of
corporate reorganizations has been retained by your committee by
providing that the issuance or assumption of an option under sub-
section (g) shall not be treated as a modification. Furthermore, your
committee expects that the rule of present law will be continued that
a change in the option to reflect the distribution of stock dividends
will not be treated as a modification. Your committee also continues
the provision that a change making an option nonassignable will not
be treated as a modification but only if at the same time the option
is exercisable over a period of 10 years or less from the date it was
granted.
The final change is found in subsection (f) and is intended to

facilitate the administration of this section by making any necessary
corrections in the year in which a premature disposition of stock-
acquired under a restricted stock option is made. Presently, when
stock acquired under a restricted stock option is disposed of prior to
2 years from the date the option.was granted or 6 months from the
date the stock was acquired, the special treatment applicable to
restricted stock options is lost. In these cases it has been necessary
to open returns of the prior year of exercise in order to tax the em-
ployee and to allow the employer a deduction whenever permitted-by
law. This section is intended to make these adjustments more
current.

SUBCHAPTER E-ACCOUNTING PERIODS AND METHODS
OF ACCOUNTING

PART I-ACCOUNTING PERIODS
Section 441, Period for compuation of taxable income

This section corresponds to section 441 of the House bill.:
Subsections (a)j (c), and (g) adopt the rules and definitions con-

tained in the first part of the first and in the second sentence of
section 41 of the' 1939 Code.: Subsections (b), (d), and (e) are derived
from section 48 (a) and (b) of the '1939 Code with'the addition of the
62-53 week fiscal year. ; . .

Subsection (f) under the House bill permits a corporate taxpayer'to
elect a 52-53 week fiscal year. Your committee has amended ;this
provision so that it would apply to all taxpayers who qualify therefore.
In addition the provision is made effective for taxable years ending
after the date of enactment of this title. Any taxpayer who regularly
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computes his income on the basis of a period which is either 52 or 53
weeks always en(hdng on tlhe same (Jay of the week which either (1)
occurs for the last time in a calendar month, or (2) falls nearest the
end of a calendar month, may compute his income for tax purposes
on tile basis of that period. Under (1) the year may end as many as
6 days before tlhe end of a month but must end within that month.
Under (2) the year may end as many as 3 days before the end of a
month or as many as 3 (lays after the end of a month. Under the
52-53 week fiscal year a taxpayer shall on tlhe average have fivo
52-week fiscal years to each 53-week fiscal year.
Whenever it is necessary to determine when a taxable year begins,

as for example, in case a new rate of tax applies to taxable years begin-
ning after December 31, a 52-week year beginniiig on December 26,
-27, 28, 29, 30, or 31 shall be treated as beginning on the 1st day of
January-the first day of thl month beginning nearest to the first (lay
of the taxable year. Similarly, if a return must be made on or before
the 15th day of the 3d month following tilhe close of the fiscal year, a
52-week year ending on June 1, 2, or 3 shall be treated as ending on
the preceding May 31, tlheo last day of the month ending nearest to
tle last (lay of the taxable year. On the other hand, if the rate of tax
changes during a 52- or 53-week taxable year, the special rules in
paragraph (2) will not apply to tilhe computation under section 21
(relating to changes in rates during a taxable year). For example, if
a rate of tax for taxable years beginning after June 30, 1955, is reduced
from 30 to 25 percent and a 52-week taxable year ends on August 27,
1955, tlhe tax shall be computed under section 21 on the basis of the
actual number of (lays in the taxable year before the effective (late of
the change of rate and the actual number of days in the taxable year
on and after tlhe change of rate. The tax shall be the same part of the
tax computed on tlhe annual basis as the number of days in the short
period is of 365 days.
When a taxpayer changes to a 52-53-week taxable year, in most

cases, there will be a short taxable year involved in the transition.
If thelio taxpayer is merely changing from the end of a month to the
particular day with reference to the end of the same month; the income
for tile short period will not be annualized. A short taxable year
which is in excess of 358 (lays will be treated as a full taxable year,
and a short taxable year of less than 7 days shall be added to and be-
come a part of the following taxable year. If the short period is
more than 6 days and less than 359 days the taxable income shall be
annualized as provided in section 443 except that the income shall be
multiplied by 365 and the result divided by the number of days in
thile short period. For example, a taxpayer who reports taxable income
for 1953 on a calendar year basis, elects to report income for 1954 on
the basis of a 52-week period ending on the Saturday nearest the end
of December. The first taxable period consists of the 52-week period
from January 3, 1954, to and including January 1, 1955, plus the
short period of. 2 days, January 1 and 2, 1954.

Subsection (f) has been made applicable to the entire title instead
of the subtitle as provided in the House bill so that the 52-53-week
year may be used for taxes other than income where practicable. In
addition other clarifying changes have been made by your committee.
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Broad regulatory authority is granted the Secretary or his delegate
so that such ruleri as are deemed necessary may be prescribed in order
to give full effect to subsection (f).
The use of books in subsection (g) is not intended to connote a

requirement that records be bound. Any records sufficient to clearly
reflect income Wvill meet the requirements of this section.
Your committee has amended the House bill so that the 52-53-week

fiscal year may be used for any taxable year ending after (late of
enactment of this act.
Section 44. Change of annual accounting period

This section is identical with section 442 of the bill as passed by
the House and is derived from section 46 of the 1939 Code. If a
taxpayer does not have an annual accounting period because hlie does
not keep books and then adopts an annual accounting period other
than a calendar year, there is a specific requirement that he obtain
consent of the Secretary or his delegate.
A new taxpayer who must adopt an annual accounting period need

not secure consent of the Secretary or his delegate under this section
but may be subject to restrictions on the adoption of a taxable year
contained in other sections such as section 706 (relating to taxable
years of partner and partnership).
Section 443. Returns for a period of less than 12 months

This section corresponds to section 443 of the House bill.
Subsection (a) adopts the portions of section 47 of the 1939

Code relating to the :circumstances under which a return for
a short- period must be made. Subsection (b) provides for
the annualization of income in the case of a return for a short period
by reason of a change in the annual accounting period. In annualiz-
ing income of a short period if the taxpayer has changed to a 52-53-
week fiscal year, the provisions of section 441 (f) (2) (B) (iii) apply,
and the annualization is made on a daily basis instead of a monthly
basis. Subsection (b) results in no other change from section 47 (c)
of the 1939 Code.

Subsection :'(c) is a new provision added by reason of the change
of the personal exemption from a credit to a deduction. This pro-
vision. limits to $600 the deduction for each personal exemption (or a
deduction in lieu thereof) in the computation of tax for a short period
resulting from a change of accounting period when the income and
deductions are annualized.
The provisions of section 47 (e) of the 1939 Code contained in sub-

section (c) of the House bill have been deleted. There will be no
proration of the personal exemption in the case of a return for a short
period by reason of the termination of the taxable year due to jeopardy.

PART II. METHODS O'Y ACCOUNTING '

SUBPART A-METHODS OF ACCOUNTING iN GENERAL
Secti" 446. General rule for methods of accouning

This section is' identical with section 446 of the House bill.
This section includes the portions of section 41 of the 1939 Code

relating to methods'of accounting. Subsection (a) provides the'gen-
48B99-- --20
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eral rule that the regular method of accounting used in keeping the
books of the taxpayer is to be used in the computation of income for
tax purposes. If the taxpayer does not have a method of accounting
which is regularly used for bookkeeping purposes or if the method is
one which does not clearly reflect income, under subsection (b), the
computation of income for tax purposes is to be made under a method
which, in the opinion of the Secretary or his delegate, does clearly
reflect income. A method of accounting which reflects the consistent
application of generally accepted accounting principles in a trade or
business will ordinarily be considered as clearly reflecting income.
These provisions rearrange and clarify the provisions of the 1939 Code.
It is not necessary to keep books in order to have an accounting meth-
od. In the case of a taxpayer whose sole source of income is wages,
duplicate tax returns or other records may be sufficient to constitute
the use of the method of accounting used in the preparation of income
tax returns. Thus, the great bulk of such taxpayers who file returns
on the cash basis will be considered to be using that method and hence
ordinarily not subject to having their income computed on a basis
which the Secretary or his delegate determines will clearly reflect
income.

In subl)section (c) tlhe permissible methods of accounting subject to
the provisions of subsections (a) and (b) are enumerated. All methods
of accounting recognized under existing law are continued. In addi-
tion one or more hybrid methods may be authorized in the regulations
issued under paragraph (4). One such method, in the case of a small
retail store, will be an accrual of items affecting gross income such as
purchases, sales of goods, accounts payable, and accounts receivable.
In such a case items of deduction such as rent, interest, clerks' salaries,
insurance and similar items may be accounted for on a cash basis.
Any such hybrid method is, of course, subject to the requirements of
subsection (b) that there be a clear reflection of income under the
method. ,.

Subsection (d) codifies existing case law. It appears to your com-
mittee that tlihe House committee report is not clear as to the treat-
ment accountingwise of the personal affairs of an individual taxpayer.
Accordingly to clarify this point your committee intends that this
provision does not require that an individual taxpayer maintain his
personal affairs on the same accounting method as he uses for the
conduct of his trade or business although he may adopt or use a differ-
ent method of accounting for each separate trade or business.

Subsecti;'a (e) codifies existing regulations. A change in the
method of accounting includes a change in the general method of
accounting such as a change from the cash receipts and disbursements
method to an accrual method, or vice versa, or a change from the
cash or an accrual method to the long-term-contract method, or vice
versa. It also includes a change in the treatment of a material item
such as a change in the method of valuing inventory, or a change from
an accrual method without estimating expenses to an accrual method
with estimated expenses, or vice versa, or a change in the method of
depreciating any property, A change in the method of accounting
is a substantial change as distinguished from each change in the
treatment of each item. In computing taxable income, a taxpayer
who changes his general method of accounting or who treats material
items inconsistently must obtain the consent of the Secretary or his
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delegate unless an express provision of this chapter permits such
change at the election of the taxpayer without such consent.

SUBPART B-TAXABLE YEAR FOR WHICH ITEMS OF GROSS INCOME
INCLUDED

Section 451. General rule for taxable year of inclusion
This section is identical with section 451 of the bill as passed by the

House and continues the provisions of section 42 (a) of the 1939
Code. The method of accounting employed in computing-itaxable
income must, under section 446, be a method which clearly reflects
income. The special rule in case of the death of a taxpayer who
uses an accrual method makes no change in existing law.
Section /52. Prepaid income

This section corresponds to section 452 of the House bill.
Your committee has clarified this section in order to provide for

instances when the liability with respect to prepaid income earned
(luring a short period changes, and when theliability is of indefinite
duration.
Under the 1939 Code, regardless of the method of accounting,

with minor exceptions established by regulations or administrative
practice, amounts are includible in gross income by the recipient
not later than the time of receipt if they are subject to free and
unrestricted use by the taxpayer even though the payments are
for goods or services to be provided by the taxpayer at a future time.
Section 452 will permit the taxpayer to defer the inclusion in income
of these amounts until earned in the manner required by the tax-
payer's method of accounting subject to the rules and conditions
prescribed in the section. The provisions of section 446 operate to
require the method of accounting used in computing taxable income
to clearly reflect income.

Subsection (a) (1) provides for the allocation of prepaid income
which will be earned within the 5 taxable years after the year of
receipt. The income is to be allocated over the period when earned in
accordance with the taxpayer's method of accounting. The income
need not be allocated equally. Thus if the fifth year's rent under a
lease is paid in advance, the taxpayer-lessor may, instead of including
the amount in income when received, elect to allocate the rent to his
taxable period corresponding to the fifth year of the lease if such
practice is proper under the method of accounting employed by the
taxpayer. If the entire rent for the 5 years was received in advance,
the rent might be apportioned pro rata over the corresponding taxable
years of the taxpayer in accordance with the method of accounting.
Your committee added the rule that if the liability for income to be
accounted for during the short period should change, then so much of
that income as not previously reported might be reported under
regulations prescribed by the Secretary or his delegate. It was
contemplated that this change would provide for an instance in-which
prepaid income, to be accounted for over a 3-year period, because the
duration of liability under contract was 3 years, might, with consent
of the Secretary or his delegate, be reported in the fourth, fifth, and
sixth years after the year ofreceipt in the event an act of God inter-
vened to extend the liability beyond the term originally set out in the
contract.
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Subsection (a) (2) was added by your committee to provide for the
accounting of prepaid inconime subject to liability of indefinite duration.
Tills change was intended to provide the benefits of this section for
businesses such as those which must account for receipts from car

tokens,coupons, tickets, etc. The taxpayer accounting for income
under this section must determine on the basis of experience that
portion of tlhe prepaidl income with respect to which the liability will
cease (during thetaxable year of receipt and the five succeeding taxable
years. That part of the income with respect to which the liability
may extend beyond tlhe sixth taxable year must be accounted for
one-sixth each year, as under subsection (b). For example:
Sale of repair service coupons-------------------------------------- $1, 000
On thebasis of experience it is known that the coupons vill be used

as follows:
50 percent in the first year-------------------------------- $500
10 percent in the second year--.-----.-------------------- 100
5 percent in tlhe third year ---------.----------------------. 50
3 percent in thle fourth year------------------------------- 30
2 percent in tlhe fifth year -------------------------------- 20

Total ----------------------------------------------- 700
-Amount. to be accounted for in short period---------------------- 700

Amnoutnt subject to liability of indefinite duration ----------------- 300

Amount to b)e accounted for each year, one-sixth of $300 ---------- 60

It is intended that tlhe amount of such prepaid income to be.ac-
counted for each year may vary in accordance with thle experie'iCCe of
the taxpayer as lie periodically reassesses outstanding liabilities
with resl)ect to (lie prepaid income. But it is not contemplated that
under any circumstances will he ordinarily be able to defer reporting
any prepaid income beyond the fifth year after the year of receipt.

Sulbsection (b)pl)rovides for the treatment of amounts which will not
be earned within 5 taxable years after the year of receipt and which
the taxpayer has elected to defer under this section. The taxpayer
may obtain the consent of the Secretary or his delegate to take the
amounts into income in any manner. In the absence of such consent,
the amounts must be taken into account ratably over the period of
the taxable year of receipt and the 5 succeeding taxable years.
Assume that the taxpayer receives in the first year the last year's rent
on a 10-year lease. The annual rentalis $6,000. The 10th year rent
must be allocated $1,000 to each of the first 6 years of the lease, and
with the rent attributable to the year, there would be a total of $7,000
taken into income for each of the first 6 years. In the seventh, eighth,
and ninth years $6,000 will be taken into income. There will be no
income in the final year. Present law would tax $12,000 in the first
year-the rent attributable to the year plus the advance payment.
Under subsection (b) it is possible for the Secretary or his delegate to
permit the taxpayer to defer the advance payment until the 10th
year when it wll beararned. Conditions may or may not be imposed
in the sole discretion of the Secretary or his delegate.

Subsection (c) requires the inclusion in gross income of any amount
previously deferred under this section not later than the time that the
obligation of the taxpayer described in subsection (e) terminates. If
the taxpayer dies or goes out of existence, or if for any other reason
the liability ceases, the amount deferred under this section must be
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taken into account in computing income for the taxable year in which
such event occurs. Special rules for successor corporations are pro-
vided in section 381 (c) (7): ;

Subsection (d) contains the rules under which an accrual basis tax-
payer may elect to be subject to the provisions of this section. The
election once made is applicable to all items of prepaid income at-
tributable to a trade or business. If the taxpayer is engaged in two
or more trades or businesses, he may elect to defer all prepaid income
items of any one or more of the businesses. With respect to prepaid
income which will be earned within 12 months after receipt, the entire
amount received may be included in gross income when received to
the extent permitted under regulations prescribed by the Secretary
or his delegate even though the taxpayer has elected to defer pre-
paid income. Thle election to defer prepaid income will not apply to
amounts received in taxable years beginning before January 1, 1954,
even though the amounts will not be earneduntil after that date.
The taxpayer may make the election to defer prepaid income with-

out consent of the Secretary for the first taxable year beginning after
December 31, 1953, and ending after the date of enactment of this
title in which he received prepaid income in the particular trade or
business. Thus a taxpayer coming into existence in 1956 may elect,
under this section, to defer prepaid income received in that year
without consent. The election must be made not later than the time
prescribed for the filing of the return (including extensions). If the
taxpayer wishes to make an election at a later time, the consent of the
Secretary or his delegate must be obtained.

Subsection (e) defines prepaid income as any amount includiblee in
gross income) which is received in connection with, and is directly
attributable to a liability :ss defined in paragraph (2) and the liability
extends beyond the taxable year in which the amount is received.
Liability includes a liability to render services such as a television
service contract if the contract is a bona fide and separate transac-
tion and not merely a guaranty incidental to and part of the sale
of a product. For treatment of items incidental to sales, see section
462. Liability also includes an obligation to furnish goods or other
property or to allow the use of property such as rental property.
However, prepaid income does not include income from the sale or
other disposition of a capital asset or any income treated as gain
from the sale of a capital asset.
Section 453. Installment method
This section corresponds to section 453 of the House bill.
Section 453 is derived from section 44 of the 1939 Code. The

following substantive changes have been made.
1. Under the law as proposed in the case of a sale of realty or a

casual sale of personalty, there need be no payment made in the tax-
able year of sale. The House bill applied the 30 percent ceiling to the
year in which payments were first made but eliminated the require-
ment of initial payments in the year of sale.', Your committee has
amended the section so that a transaction may qualify whether or not
there are any payments in the year of the sale provided the payments
in that year do not exceed 30 percent of the selling price.

2. Under subsection (c) an adjustment is provided to eliminate the
double taxation of income when a taxpayer changes from an accrual
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metlihod to tle installment metho(l. The adjustment is in the form of
a reduction in tax for the year in which the item is includible the second
time. The reduction is the amount of the tax attributable to the item
in the prior year but not in excess of the tax attributable to the item
in the year in which it is includible the second thne. The tax attrib-
utable to an item is that percentage of the tax for the year which the
gross profit from installment sales bears to the gross income. For
example:

YffrV1Year 3 (year
of change)

Gross profit from Installment sales (receivable in 6In stall.
mets) ............................................ $100,000.............. 1 $20,000

..... ......... $50,000 10, 000
.....20,000

Other Incomeo..................................................... 0,000 $200,000 $160, 000
Gros Inoom ......................................... $180,000 $250,000' $200,000

De)dictlons ..................................... $00,000 $550,000
Taxable Incomo ..................................... $120, 00 $200,000 $150,000

A uming .tax rate of........................................ 30 % 0 40%
Tax would be................................................ $30,000 $100,000 $60,000

I From year I sales.
* From year 2 sales.
I From year 3 sales.

Computation of adjustment
YEAR I ITEM

In year 3- $20, 000
Tax attributable to year 1 item..-...-- -----------. ' X $6,000
Tax attributable to second inclusion.-------------------------$6, 000

In year 1- $20, ooo
Tax attributable to prior inclusion----------------- 00-X $36, 000
Tax attributable to original inclusion is ------------------------$4, 000
Adjustment in respect of year 1 item is----------------------$4, 000

YEAR 2 ITEM
In year 3- $ioo0

Tax attributable to year 2 item-----------------.-- '0 X $60, 000
Tax attributable to second inclusion is - ...------------------ $3, 000

In year 2- $I o-00Tax attributable to prior inclusion--.------------- $ .X $100, 000
Tax attributable to original incltusion is----------------------$4, 000
Adjustment in respect of year 2 item is. ---------------------$3, 000

The tax for 1954 would be reduced by $4,000 pius $3,000, a total of $7,000.
The tax would then be $53,000 in year 3.
The adjustment shall be made if the change of method occurs in a

taxable year beginning after December 31, 1953, for all amounts
required to be included a second time without regard to whether the
prior inclusion of the amount occurred in a taxable year. beginning
before on, or after December 31, 1953.

3. Paragraph (4) has been added to subsection (d) as a conforming
change to corporate liquidation provisions.
Section 454. Obligations issued at discount
This section is identical with section 454 of the bill as passed by

the House. Subsection (a) corresponds to section 42 (b) 6f the 1939
Code; subsection (b) corresponds to section 42,(c) of th'e 1939 'Cde;
fnd subsection (c) corresponds to section 42 (d) of the 1939 Code,
No changes of substance have been made in thee provisions.
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SUBPART C-TAXABLE YEAR FOR WHICH DEDUCTIONS TAKEN

Section 461. General rule for taxable year of deduction
This section corresponds to section 461 of the House bill,
Section 461 adopts the provisions of section 43 of the 1939 Code in

rearranged form. The timing of deductions and credits otherwise
allowable is determined by the taxpayer's method of accounting.
The method must clearly reflect the income of the taxpayer.

Subsection (c) is now. Your committee has provided that real
property taxes which relate to a definite period of time may, at the
election of an accrual basis taxpayer, be treated as accruing ratably
over that period. Under present law the tax is deemed to accrue
at some definite moment which is determined by reference'to State
or local law fixing when the tax becomes a lien on the property or
when personal liability for the tax arises or on some other basis.
Under the amended provision, if the taxpayer does not make the elec.
tion, the result reached under present law will not be affected. Under
the bill if the election is made a real property tax for the calendar year
1954 regardless of when due, when a lien, or when the taxpayer be-
comes personally liable for the tax shall be treated as accruing ratably
over the period for which the tax is levied.
The special rules are necessary to cover the transition from prior law

to the new elective rule so that (1) the same tax may not be deducted
more than once, and (2) a deduction, otherwise proper, shall not be
denied.
Section 462. Reserves for estimated expenses

This section corresl)onds to section 462 of the House bill.
Subsection (a): Your committee has added to the provision in the

House bill that the addition to each reserve for estimated expenses
shall be taken into account, in the discretion of the Secretary or his
delegate. The grant of discretionary authority to the Secretary is
similar to the provision relating to reserves for bad debts under section
166 (c). Subsection (b) provides that at the close of each taxable
year any excess in such reserve shall be taken into account in that
year in accordance with regulations. Any excess may be credited to
income or it may have the effect of reducing a deduction that would
otherwise be allowable, but only in the year in which facts and circum-
stances become known which cause the reserve to be excessive.

Subsection (c) provides that the taxpayer must make an election
to treat expenses in his trade or business on an estimated basis. The
mechanics of making the election are to be prescribed by regulations.
No such election may be made by taxpayers using the cash receipts
and disbursements method of accounting. The reserve method of
treating estimated expenses may be elected by the taxpayer without
consent of the Secretary for the first taxable year (1) which begins
after December 31, 1953, and ends after the date of enactment of
this bill,and (2) for which there are enses which may be estimated
reasonably in the trade or business, The election shall be made not
later than the time prescribed for filing the return, including exten-
sions. Thus a taxpayer co ing into existence in 1955 who has
expenses which quaIIfy under ths section for the first time during
1956, may elect m his return for 1956 to establish reserves for such
expenses. An election under this section may be made at any time
with the consent of the Secretary or his delegate.
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Subsection (d) defines the expenses which may be estimated in thle
taxable year as those which would (but for this section) be required to.
be taken into account for a subsequent taxable year. The expenses
must be related to the income of the taxable year or prior years in
which expenses were estimated in accordance with this section. Ex-
penses attributable to income of future years are not to be taken into
account in computing an addition to a reserve in the taxable year.
The Secretary or his delegate must be satisfied that the expenses can
be estimated with reasonable accuracy. For example, if cash dis-
counts are allowed customers for prompt payment, and the taxpayer
can predict from experience the approximate percentage of the allow-
able discounts which will be taken (even though he cannot name the
customers with certainty) he will be permitted a deduction in the
year in which the sales are reported equal to the discounts which will be
realized in the process of collecting the accounts. If repairs or replace-
ments will have to be made under guaranty on products sold during
the year, and the average cost of such repairs or replacements can be
estimated with reasonable accuracy, the taxpayer may take as a
deduction in the year of such sales a reasonable addition to a reserve
for product guaranties. Tlhe balance in the reserve at the close of
each taxable year must be adjusted to reflect the estimated liability
of the taxpayer with respect to outstanding guaranties. Other
illustrative items for which such reserves might be set up in appropriate
cases include sales returns and allowances, freight allowances, quantity
discounts, vacation pay, and certain liabilities for self-insured injury
and damage claims. The Secretary or his delegate may disallow addi-
tions to any reserve of this type if he finds that the costs and expenses
for which provision is made are not reasonably supported by the
taxpayer.

Example: Taxpayer selling air-conditioning units guarantees the
product, including parts, for 1 year subsequent to sale. Taxpayer's
experience indicates that the average cost of fulfilling the guaranty is
as follows:
Labor,6lhoUrs, at $2---------------------------------------------$12
Material and parts- .---------------------------------------- 8
Overhead (including allocable part of truck depreciation and maintenance
expenses-20 miles, at 20 cents per mile) ----------------------- 4

Total--------- -------------------------------- 24

For each unit sold $24 would be deducted as a cost of the sale and
get up in a reserve account. As the expenses are actually incurred each
month, the reserve would be decreased so that, with respect to each
contract, the reserve would be eliminated over the guaranty period.
At the close of each taxable year the reserve would be adjusted to
reflect changes in the cost experience of the taxpayer.
The particular costs and expenses which are the basis for the addi-

tion to the reserve are not to be considered as having been incurred
prior to the time that they actually take place. The addition to each
reserve is allowable as a single item in 1 year, and a portion of such
reserve must be returned to income or used to reduce expenses in sub-
squent years when the expense is actuallymincurred. In the example
above, the'depreciation on the tiuck would be taken and basis adjusted.
as it would have been taken care of Were it not for this sectionfl and
the fact that it was considered in establishing the reserve does 'not
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permit a double deduction. With respect to items involving related
reserves, only one deduction against taxable income will be allowed to
reflect expense actually incurred.
The reserve method is not to be allowed for costs and expenses of

a contingent or contested nature anid as to which there is no reasonable
certainty of their amount. Reserves created for general undeter-
mined contingencies, indefinite possible future losses, expenses and
losses not reasonably related to the taxable year, or for specific ex-
penses and losses that are being contested or are in litigation, cannot
ordinarily be estimated with reasonable accuracy and are not to be the
basis for additions to reserves under this section.

Subsection (d) (2) provides for additional exceptions. This reserve
method is not to be available for any deduction attributable to income
taken into account in taxable years preceding the first taxable year for
which the election under this section is made. A deduction is not
allowable for an addition to or the creation of reserves for estimated
expenses attributable to prepaid income which the taxpayer has
elected to defer under section 452. This section specifically excludes
deductions relating to bad debts which continue to be provided for
under section 166.
Your committee has clarified the deductibility of expenses related

to income for taxable years preceding the taxable year in which the
election is made to establish reserves for estimated expenses. Such
expenses will be deductible when incurred.

SUBPART D-INVENTORIES

Section 471. General rule for inventories
This section is identical with section 471 of the bill as passed by the

House. It corresponds to section 22 (c) of the 1939 Code. No
changes of substance have been made.
Section 472. Last-in, first-out inventories
This section is identical with section 472 of the bill as passed by the

House. It corresponds to paragraphs (1) to (5), inclusive, of section
22 (d) of the 1939 Code. These provisions have been rearranged in
part but there are no changes of substance.

PART III. ADJUSTMENTS
Section 481. Adjustments required by changes in method of accounting

If there is a change in the method of accounting employed in com-
puting taxable income from the method employed for the preceding
taxable year, adjustments must be made inorder that every item of
gross income or deduction is taken into account and that none are
omitted. At the same time no item is to affect the computation of
taxable income more than once. It is only those 'omissions or doubling
ups which are due to the change in method which must be adjusted ,

Under present law these adjustments are made whenever the: tax-
payer requests permission to change his method of accounting.
Where the Commissioner forces a: taxpayer to change his method of
accounting because the old method does not clearly reflect income,
various court decisions have denied the Commissioner the right to
make the necessary adjustments.
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Under the House bill for taxable years beginning after December
31, 1953, if the taxpayer changes his method of accounting, volun-
tarily or involuntarily, adjustments will be made in the year of the
change. Under your committee's amendments no part of the tran-
sitional adjustments will be based on items that were, or should have
been, under the proper method of accounting, taken into account as
an income-producing factor for taxable years to which subtitle A
of the 1954 Code does not apply. It is contemplated that such
transitional adjustments as are required will take into account inven-
tories, accounts receivable, and accounts payable, but that they
should not. be limited to those categories. If the adjustments increase
the taxable income by more than $3,000 the tax attributable to the
adjustment shall not exceed the tax which would have resulted if the
adjustment had been included ratably in the taxable year of the
change and the 2 preceding taxable years. This special limitation
only applies if the taxpayer used the old method in the 2 preceding
taxable years.
An alternative limitation on the tax attributable to the adjustment

has been added to the House bill. This limitation will apply only if
the adjustments increase the taxable income by more than $3,000.
Thle alternative computation provided under this paragraph operates
as a further limitation on the tax attributable to the adjustment com-
puted under subsection (a) as limited by paragraph (1) of this subsec-
tion. This limitation applies only if the taxpayer can establish his
taxable income for one or more taxable years consecutively preceding
the taxable year of the change under the new method of accounting.
The sum of the net increase or decrease in tax for the years preceding
the year of change from the tax computed for those years under the
old method of accounting plus the net increase in the tax in the year
of change attributable to the balance of the adjustments not allocated
to the prior years under the recomputation operates as a ceiling on the
tax attributable to the adjustments. For purposes of the recomputa-
tion, net operating losses affecting the computation of tax for any prior
taxable year not otherwise recomputed under this paragraph shall in
all cases be taken into account. If any taxable year involved in a

computation under this paragraph is a closed year, the increase or
decrease in tax shall be based upon the tax previously determined for
that year in accordance with section 1314 (a),
The following example will illustrate the application of this section

to a situation in which an individual taxpayer using the cash method
on a calendar-year basis changes to the accrual method for the year
1960. Tlie result would be the same whether the change was requested
by the taxpayer or compelled by the Secretary or his delegate in the
course of an audit in 1961 or in some later year of the taxpayer's
return for 1960.
On January 1, 1960, taxpayer had in his store, merchandise which

cost $2,500. On December 31, taxpayer had a closing inventory of
$6,000. Purchases during the year amounted to $22,500, and net
sales were $30,000. Total deductible business expenses were $5,000.
The computation of taxable income with the use of inventories for
1960 would 'be made, assuming no other relevant items, as follows:

308



INTERNAL REVENUE CODE OF 1954 309

Net sales --------------------------------------------- ..----- $30, 000

Opening inventory----------------------------------------- 2, 500
Purchases.------------------------------------------- 22, 500

Total---.-----------------------------------------. 25, 000
Less closing inventory--..---------..------------..-------------- 6, 000

Cost of goods sold-------------------------------------- 19, 000

Gross profit------------------------------------------------ 11, 000
Deductions ----------------------------------------------------- 6, 000

Business income--------- ..----------------------------- 6, 000
Deduction for personal exemption and standard deduction------------1, 200

·-

Taxable income --------------------------------------4, 800

Adjustments.-The opening inventory had been deducted in prior
years subsequent to 1953 under the cash method. In order to pre-
vent the same item from twice reducing taxable income, a $2,500
adjustment must be made to taxable income. Taxable income is in-
creased to $7,050. The special limitation in subsection (b) is not
applicable because the increase in taxable income is not in excess of
$3,000.
Assuming that $1,000 of the opening inventory of $2,500 had been

deducted under the cash method, in years prior to 1954, then the
adjustment is only $1,500 and, the taxable income in the year of the
change would amount to $6,150.
Assuming that the adjustment is $3,600, one of the conditions neces-

sary for subsection (b) to be applicable would be met. If the 2-year
requirement of paragraph (1) is also satisfied, the tax in 1960 attrib-
utable to the $3,600 adjustment in 1960 cannot exceed the tax 'hich
would result from the inclusion of $1,200 in 1960, $1,200 in 1959, and
$1,200 in 1958.. The alternative limitation in paragraph (2) would
apply only if the taxpayer can establish his income for one or more
taxable years consecutively preceding 1960 on an accrual method.
Assuming that this can be done and that the only difference in result
between the two methods is due to the deduction under the cash
method for purchases of inventory in years subsequent to 1953, by
recomputing the tax for each of the years under the accrual method
back to the year in which the inventory accumulation began, a portion
of the adjustment is allocated to each of the years. The cumulative
effect of all the' increases and decreases in tax liability for the years
recomputed is another limit on the tax resulting from the adjustments
in the year of change. If all of the adjustments are not absorbed in
the recomputation, the balance is taken into account in the year of
change. The tax attributable to the adjustment is to be determined
under subsection (a), but shall where subsection (b) (1) or (2) or both
are applicable never exceed the lesser of the tax under subsection (a) or
paragraph (1) or (2) of.subsection, (b).

Subsection (c) permits the Secretary, or his delegate, to provide
alternative methods for including the adjustments required by this
section. Adjustments may be taken into account in :ny period which
is agreed upon by the Secretary or his,delegate and the taxpayer,

Subsection (d) makes this section inapplicable in case of a change
from an accrual to the installment method. In such case the rules
provided in action 463 (c) apply.
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Section 482. Allocation of income and deductions among taxpayers
This section is identical with section 482 of the bill as passed by the

House. It corresponds to section 45 of the 1939 Code. No sub-
stantive changes have been made.

SUBCHAPTER F-EXEMPT ORGANIZATIONS
The provisions of subchapter F, which incluldelsections 501 through

526, continue, with the exceptions described below, the provisions of
the 1939 code relating to tle general exemption from tax for certain
organizations, such as religious, charitable, and educational organiza-
tions, and the provisions imposing a tax on the business income of
certain otherwise tax-exenipt organizations. As in the I-ouse bill,
certain employee trusts will be subject to the provisions of sections
603, 511, 513, and 514, but these trusts are not described in this sub-
chaptcr.as in the House bill. The IHouse bill provided a change in the
definition of long-term business lease which is further modified in your
committee's bill. In addition some special rules for the application
of these sections to employee trusts have been added by your com-
mittee.

PART I-GENERAL RULE

Section 501. EEremption from tax on corporations, certain trusts, etc.
This section is derived from sections 101 and 421 of the 1939 Code

and section 501 of the House bill. As in the House bill the exemption
from tax of certain employee pension, profit-sharing, and stock-bonus
trusts is provided by subsection (a) of this section. The description
of these trusts is in section 401 (a) of your committee's bill, however,
instead of in section 501 (e) as in the House bill,
A further amendment in your committee's bill is the addition in

section 501 (c) (3) of organizations devoted to testing for public safety.
This language is intended to govern organizations which test consumer
products, such as electrical products, to determine their acceptability
for use by the general public. The restriction of paragraph (3) will
apply, namely, that no part of the benefit may inure to a private
individual or shareholder and propaganda or influencing of legislation
may not be a major activity.
Section 602. Feeder organizations

This section is identical with section 502 of the House bill and was
derived from section' 101 of the 1939 Code.
Section 503. Requirements for exemption

This section corresponds to section 3813 of the 1939 Code except
that under this section a stopk bonus, profit-sharing or pension trust
would lose its exemption from tax under section 501 (a) for certain
taxable years if it engaged in a prohibited transaction after March 1,
1954. For example, if the trust loaned any part of its income or
corpus to the employer-creator of the trust without the receipt of
adequate security and a reasonable rate of interest, it would lose its
exempt status.

This section is substantially similar to section 503 of the House
bill except for the application of this rule to stock bonus, profit-sharing
and pension trusts that on March 1, 1954, held notes or other evidences
of indebtedness representing loans made without adequate security
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or without a reasonable rate of interest. If the note is payable on a
date certain it may be held to mliaturity, If that payment date falls
prior to December 31, 1955, the note may be renewed on the same
terms for a period not extending beyond December 31,1955. In the
case of notes payable only on demand the mere continuation of the
note beyond December 31, 1955, without adjusting the terms to
accord with 'the requirements of adequate security and reasonable
interest will be deemed a prohibited transaction.
Section 504/. Denial of exemption
This section corresponds to section 504 of the House bill and to

section 3814 of the 1939 Code.
Paragraph (1), which continues present law, specifies as a cause

for the denial of exemption, accumulations of income which are
unreasonable in amount or duration for carrying out the function or
purpose of the organization claiming the exemption.
An amendment to the House bill makes it clear that paragraph: (1)

will not apply to income attributable to property of a decedent dying
before January 1, 1951, which is transferred under his will to a trust
created by such will. It is further provided in the amendment made
by your committee that in the case of a trust created by the will of
a decedent dying on or after January 1, 1951, where income is required
to be accumulated under the mandatory terms of the will created by
the trust, the rule of paragraph (1) will only apply to income accumu-
lated during a taxable year of the trust beginning more than 21 years
after the date of death of the last life in being designated in the trust
instrument.
Another amendment made to the House bill by your committee

renders section 504 inapplicable to an employee trust.

PART II-TAXATION OF BUSINESS INCOME OF CERTAIN EXIMIPT
ORGANIZATIONS

Section 511. Imposition of tax on unrelated business income of charitable,
etc., organizations

This section corresponds to section 421 of the 1939 Code with new
provisions added to apply to certain trusts. It is substantially similar
to section 511 of the House bill. A stock bonus, profit-sharingi or
pension trust, although exempt from tax under section 501 (a), would
be subject to the tax imposed by section 511 with respect to its
income from any unrelated trade' or business. For this purpose,
section 513 (b) provides that thd term "unrelated trade or business"
means, in the case of a trust described in section 401 (a) which is
exempt from tax under section 501 (a), any trade or business regularly
carried on by such trust or by a partnership of which it is a member.
This provision prevents an employees' trust from advancing the con-
tention that a trade or business in which it engages is not an unrelated
trade or business on the ground, for example, that its trust agreement
authorizes it to engage in the particular trade or business involved.
Under section 611 (c) the tax imposed on the unrelated business

income of an employees' trust would apply only to' taxable years
beginning after June 30, 1954. No other substantive changes have
been made.
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Section 61.2 Unrelated business taxable income
This section is derived from sections 421 (c), 421 (d) and 422 of the

1939 Code and section 512 of the House bill. No substantive changes
have been made. Subsection (b) (11) has been amended to conform
with the amendlnents in section 170 which permit the charitable de-
duction of an individual, or a trust subject to individual rates, to
exceed 20 percent of income in the case of certain types of contri-
butions.
Section 561. Unrelated trade or business

This section corresponds to section 422 (b)) of the 1939 Code and sec-
tion 513 of tihe House bill. No substantive changes have been made.
Section 561. Business leases

This section corresponds to section 423 of the 1939 Code and sec-
tion 514 of the House bill relating to the treatment, as unrelated
business net income, of certain rents received by certain tax-exempt
organizations. With some exceptions, this section is the same in
substance as existing law although considerable rearrangement has
been effected.
Under existing law a lease constitutes a supplement U lease (redes-

ignated as a "business lease" under this section) only if the lease is
for a term of more than 5 years. A special provision treats as a
lease for more than 5 years one which contains an option for renewal
or extension. These rules are unchanged and are set forth in section
514 (b) (2) (A). Section 514 (b) (2) (B) contains a new rule under
which a lease is treated as continuing for more than 5 years whore
the propertyhas been occupied by the same lessor for a total period
of more than 5 years (commencing not earlier than the date of acqui-
sition of the property by the tax-exempt organization or trust)
whether the occupancy is under one or more leases, renewals, exten-
sions, or continuations. This provision, however, shall have appli-
cation only in the sixth and succeeding years of such occupancy.
Thus, if a tenant occupies the premises under a series of leases, or
continues to occupy the premises on an informal basis after one or
more leases, his occupancy after the first 6 years shall be treated as
though it was under a lease for more than 5 years. Continued
occupancy shall be considered to be by the same lessor if the occupants
during the period are so related that losses in respect of sales or

exchanges of property between them would be disallowed under
section 267 (a).

Section 423 (a) of the 1939 Code contains an exception to the treat-
ment of rents from leases of more than 5 years where a large part of
the property is'leased under short-term leases. Under this exception
where part of the property is leased for more than 65 years and partiis
leased for less than 6 years, the long-term leases are treated as supple-
ment U leases only if (1) the rents from the property under the long-
term leases will be 650 percent or more of the total rents or the area
occupied under the long-term leases represents 50 percent or more
of the total area of the real property; or (2) the rent derived from any
one tenant under a long-term lease (or from an affiliated group) repre-
sents more than 10 percent of the total-rents or the area occupied by
one such tenant or group of tenants represents more than 10 percent
of the total area. This exception is continued in subsection (b) (3)
(B) of this section.
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In addition, two special rules are provided for determining, under
section 514 (b) (3) (B) (i), whether or not the rents derived from the
real property under leases for more than 5 years represent 50 percent
or more of the total rents from the property, or the area of the prem-
ises occupied under leases for more than 6 years represents 50 percent
or more of the total area of the property rented. In the first place, the
rule in subsection (b) (2) (B) which deems continuous occupancy over
5 years to be a long-term lease after the fifth year is not applied. This
exception is provided in the House bill.. A further sentence is added
to subsection (b) (3) (B) by your committee to provide that in this
case if a lease is renewed during the last half of its term, the unexpired
portion of the first lease will not be added to the second lease to deter-
mine whether or not the second lease is long term. For example, 60
percent of the total rents may be paid (and 60 percent of the premises
may be occupied) by tenants who have leases for exactly 5 years, and
no one of the remaining tenants on a long-term lease pays over 10
percent of the rents or occupies over 10 percent of the premises.
None of these leases will be deemed to be business leases (supplement
U leases). - This result will continue even though it may be the custom
for the 5-year tenants to sign a new lease at the end of the third year
of their 'current lease to take effect at the close of the current lease.
They will at that time have the premises leased for a period of 7 years
into the future but the unexpired part of the first lease may not be
tacked to the second lease for the application of the 5.-year test. This
does not apply to renewal options in the first lease.
Two special rules are added to subsection 514 (c) which are directed

toward the definition of business lease indebtedness in the case of
pension, profit-sharing, and stock-bonds trusts. It is the ratio of
business lease indebtedness to basis that determines the proportion
of the rental income from the lease that is subject to tax. Paragraph
(5), added by your committee, provides that if such an employees'
trust, prior to March 1, 1954, incurs what would have been business-
lease indebtedness in connection with property which is leased by that
date then the indebtedness will not be deemed to be business-lease
indebtedness for the purposes of this section. Further, any indebted-
ness incurred on or after March 1, 1954, necessary to carry out the
terms of a lease made before March 1, 1954, shall not be deemed
business-lease indebtedness. For example, if a lease was made before
March 1, 1954, and indebtedness incurred on or after such date to
construct a factory required for such lease, such indebtedness would
not be treated as business lease indebtedness.
The second special rule deals with amounts borrowed by a pension,

profit-sharing, or stock-bonus trust of an employer from another trust
of the same employer. These will only be treated as indebtedness of
the borrowing trust to the extent that the lending trust had to borrow
to make the loan. The tests of the relationship between any borrow-
ing of the lending trust and the particular loan to the brother trust
are the same as the tests provides in subsection (c) (i) of relationship
between borrowing and the acquiring or improving of real property.,If a certain loan is deemed to be indebtedness of the borrowing trust,
whether it is business-lease indebtedness depends on whether or not
the borrowing trust acquired the loan in connection with acquiring
or improving of real property (as described in subsection (c) (1)).
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Section 515. Taxes of foreign countries and possessions of the United
States

This section is identical with section 515 of the House bill and was
derived from section 424 of the 1939 Code. No substantive changes
have been made.

PART III-FARMi.RS' COOPERATIVES

Section 521. Exemption of farmers' cooperatives from tax
This section is identical with section 521 of thle House bill and was

derived from paragraph (12) (A) of section 101 of the 1939 Code.
Section 522. Tax on farmers' cooperatives

This section is identical with section 522 of the House bill and was
derived from paragraph (12) (B) of section 101 of the 1939 Code.

PART IV-SIIPOWNERS' PROTECTION AND INDEMNITY ASSOCIATIONS

Section 526. Shipowners' protection and indemnity associations
This section is identical with section 526 of the House bill and was

derived from section 116 (g) of the 1939 Code.

SUBCIIAPTER G-CORPORATIONS USED TO AVOID
INCOME TAX ON SHAREHOLDERS

PART I. CORPORATIONS IMPROPERLY ACCUMULATING SURPL.us

IN GENERAL

Part I (including sees. 531-536) corresponds to section 102 of existing
law, and imposes a special tax on any corporation, not specifically
excepted, formed or availed of for the purpose of avoiding the income
tax on shareholders.
Section 531. Imposition of accumulated earnings tax
This section which corresponds to section 102 (a) of existing law

and is identical to section 531 of the House bill, imposes a tax on the
accumulated taxable income of a corporation improperly accumulating
earnings and profits. Tlhe term "accumulated taxable income" is
defined in section 535.
Section 532. Corporations subject to accumulated earnings tax
This section corresponds to section 532 of the House bill. It

corresponds in part to section 102 (a) of existing law and provides
that the tax imposed by section 531 shall be applicable to every
corporation, formed or availed of for the purpose of avoiding the
income tax with respect to its shareholders.
The provision of the House bill excepting publicly held corporations

from the accumulated earnings tax has been deleted by your commit-
tee. With this amendment, the list of excepted corporations conforms
to existing law.
Section 533. Evidence of purpose to avoid income tax
This section corresponds to section 633 of the House bill and to

section 102 (b) and (c) of the present law, provides a presumption
that any corporation which permits its earnings and profits to accum-
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late beyond'the reasonable needs of the business has been formed or
availed of for the purpose of avoiding income tax on its shareholders.
The reference to "reasonably anticipated" needs of the business

has been deleted from section 533 (a) and incorporated in new section
537.
Section 534. Burden. of proof
This section, which corresponds to section 534 of the House bill

except for technical amendments, is similar to a provision in H. R.
6712, 80th Congress, which was reported and passed by the House
of Representatives in 1948.
The section, as amended by your committee, providEs that in

certain cases before the Tax Court the burden of proving ihat all or
any part of an accumulation of earnings' and profits is in excess of
reasonable needs of tile business shall be on theo Secretary or his
delegate. Under present law; the burden of proof. i on the taxpayer.
The bill provides that in order for tlie burden of proof to' be shifted,
the taxpayer, having received 'ntification from the SecrEtary or his
delegate that it is intended to assess a deficiency.based in whole or
in part on the accumulated earnings tax, must submit a statement
indicating why the needs of the business require the retention of
earnings and profits, together with facts sufficient to show the basis
thereof. If the taxpayer does not file such a statement, he must bear
the entire burden of proof as under existing law. In addition', if the
taxpayer presents grounds in his statement which are' not supported
by facts sufficient to show the basis thereof, the burden' of proof with
respect to such grounds must be born, by the taxpayer. If the
Secretary or his delegate fails to give the taxpayer notification prior
to the issuance of a notice of deficiency (except in the case of a notice
issued after a jeopardy assessment), then the Secretary or his dele-
gate must bear the burden of proof even though the taxpayer has
filed no statement.

This section, as amended, is applicable only with respect to a
notice of deficiency for a taxable year to which the subtitle applies
and which is mailed more than 90 days after the date of enactment of
this title.

The technical amendments made by your committee make clear
that the shift in the burden of proof under secion'534 applies wh'ee
the issue between the Government and the taxpayer late to the
portion of the earnings and profits which may be acciiiul'ated during
the taxable year for the reasonable needs1 of the business. Under
the amendment made by your committee' tosection 535 ()),' the por-
tion of the earnings and' profits for the taxable year whilqh'are retained
for the reasonable heeds of the business is not subject to the'aceumu,
lated earnings tax.;'
Section S35. Accumulated tdxiable income
Thi sectionissectionis $milarto section 535 of the House bill. Technical

amendinents have been made ih subsections (a) and (b)., Subsection
(c), relating,o0the accu i4ated earnings credit, has been amended
in substance, as described below' ... ;, ;

Subsection (a) defines. accumulated taxable, income,, .1 .th>e
amount which is subject to theaccumilated ea rngs tax, anldb.ll,, j
is a combinationof the adjustmntse uirequed in computing,fectop' p2
net income" and,'undistributed section 102 net,income" of the preset

4859'-4---21
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law. The accumulated taxable income is the taxable income of the
corporation after .applying the adjustments provided in subsection
(b), minus the sum ot the dividends paid deduction as defined in
section 561 and the accumulated earnings credit.

InI adjusting taxable income, subsection (b), as amended by your
committee, provides that the following deductions are allowed:

(1) Taxes accrued during the taxable year, The taxes which
are deducted include Federal income and excess-profits taxes
(but not World War II excess-profits taxes); and income, war-
profits, and excess-profits taxes of a foreign country or a posses-
sion of the United States (to the extent not taken as a deduction in
computing taxable income under section 164 (b) (6)); but do not
include the accumulated earnings tax, the personal holding
company tax, or similar taxes imposed by corresponding sections
of prior income-tax law. Present law has been amended to
provide an adjustment for taxes of a foreign country or a posses-
sion of the United States included in the computation of the
corporation's foreign tax credit and not taken as a deduction by
such corporation in computing its taxable income.

(2) Charitable contributions which are disallowed in computing
taxable income. This adjustment permits the deduction of all
charitable contributions which would otherwise be allowable to
corporations under section 170 except for the percentage limita-
tion contained in section 170 (b) (2).

(3) Capital losses which are disallowed under section 1211 (a)
in computing taxable income.

(4) The excess of net long-term capital gains over net short-
term capital losses minus the taxes attributable to such excess.
A technical amendment by your committee allows the capital-
gains tax as a deduction in computing accumulated taxable
income but reduces the amount of the deduction for capital
gains by the taxes attributable to such gains. This amendment
conforms' to present law.

(5) Thle deduction allowed to bank affiliates described in
section 601.

In adjusting taxable income, subsection (b) further provides that
the following deductions are not allowed:

(1) The special deduction for corporations provided in part
VIII (except section 248) of subchapter B. The deductions which
are disallowed include the deductions for partially tax-exempt
interest and for dividends received.

(2) The net operating loss deduction provided in section 172.
It may be noted that the 1-year net operating loss carryover
allowed in section 26 (d) of existing law in computing the basic
surtax credit will no longer enter into the computation of the
amount of earnings subject to the accumulated earnings tax.

(3) The capital loss carryover provided in section 1212,
Subsection (c), relating:to the accumulated earnings credit allowed

in computing the accumulated taxable income, has been amended by
your committee in two principal respects. The amendment increases
to $60,000 the minimum amount of earnings and profits which a
corporation may accumulate before being subject to the accumu-
lated earnings tax. The accumulated earnings credit has also been
expanded to include the portion, if any, of the earnings and profits
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of the current taxable year which are retained for the reasonable
needs of the business.
Under subsection (c), as revised, the accumulated earnings credit,

in the case of a corporation other than a mere holding or investment
company, is an amount equal to tihe excess of such part of the earnings
and profits for the taxable year as are retained for the reasonable
needs of the business over the deduction allowed by subsection (b)
(6) for long-term capital gain. The amount of the earnings and
profits which are retained during any taxable year is the amount by
which the earnings and profits for such year exceed the dividends
paid deduction (as defined in section 561) for such year. In determin-
ing the portion, if any, of the earnings and profits for a taxable year
which may be retained for the reasonable needs of the business, the
amount of the earnings and profits accumulated in prior years shall,
of course, be taken into account.

Subsection (c), as revised, further provides that, in the case of a
corporation other than a mere holding or investment company, the
accumulated earnings credit shall not be less than the amount by
which $60,000 exceeds the accumulated earnings and profits of the
corporation at the close of the preceding taxable year. If the ac-
cumulated earnings and profits of the corporation at the close of the
preceding taxable year are equal to or exceed $60,000, this minimum
credit will have no effect on the computation of the accumulated
earnings credit.-
The accumulated earnings credit in the case of a corporation which

is a mere holding or investment company is the amount, if any, by
which $60,000 exceeds the accumulated earnings and profits of the
corporation at the close of the preceding taxable year. If such
accumulated earnings and profits at the close of the preceding tax-
able year are equal to or exceed $60,000, a corporation which is a
mere holding or investment company will have no accumulated
earnings credit.
The accumulated earnings and profits of a corporation at the close

of ,a preceding taxable yeai, for purposes of the computations re-
quired by subsection (c), shall be reduced by the dividends which
under section 563 (a) (relating to dividends paid after the close of
the taxable year) are considered as paid during such year.
The allowance of the minimum credit shall not in any way create

an inference that accumulations in excess of $60,000 are unreasonable
in relation to the needs 'of the business. The minimum credit is
subject to restrictions in the case of multiple corporations formed to
avoid income tax.
Section 536. Income not placed on annual basis
This section is identical with section 636 of the House. bill.
This section corresponding to section 102 (f) of present law provides

that, in computing the accumulated earnings tax, income shall not be
placed on an annual basis where a return for a short taxable year is
filed.
Section 537.' Reasonable'"needs of'the b ns ' ',

M ;'. ;, . .:'", ' \"'2: :

I I -'.::-':':"":o.This section corresponds to .part Of section 533 :(a) of the Hoqse
bill. It provides that, in determining whether earnings and profits
have been permitted to accumulate beyond the reasonable needs of a
butinesft/r purposes of this 'part, reasonably anticipated needs of a
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business must be considered. It is intended that this provision will
make clear that there is no req uirement that the accumulated earnings
and profits be invested immediately in the business so long as there is
an indication that future needs of the business require such accumula-
tion. In any case where there exists a definite plan for the invest-
ment of earnings and profits, such corporation need not necessarily
consummate these plans in a relatively short period after the close of
the taxable year. However, where the future needs of the business
are uncertain or vague, or the plans for the future use of the accumu-
lations are indefinite, the amendment does not prevent application
of the accumulated earnings tax.

PART II. PERSONAL IHOL,DING COMPANIES

IN GENERAL

Part 2 (including sections 541-547) corresponds to s..tions 500-511
of existing law, and imposes a special tax on the undistributed income
of personal holding companies. Several amendments have been made
to relieve inequities, to clarify and simplify certain provisions, and to
provide for a more effective administration of the tax.
Section 641. Imposition of personal holding company tax

This section is identical with section 541 of the House bill.
This section, corresponding to section 500 of existing law, imposes

a tax upon the undistributed personal holding company income of
every personal holding company. The term "undistributed personal
holding company income" is defined in section 545.
Section 542. Definition of personal holding company

This section, which corresponds to section 501 of existing law and
is substantially the same as section 542 of the House bill, defines
a "personal holding company" as any company (not otherwise
specifically excepted) if at least 80 percent of its gross income for the
taxable year is personal holding company income and if at any time
during the last half of the taxable year more than 50 percent in value
of its outstanding stock is owned, directly or indirectly, by or for not
more than 65 individuals.

Subsection (a) (1) represents a substantial simplification of section
501 (a) (1) of present law which provides that once a corporation is
classified as a personal holding company and the 80 percent of gross
income test is met, the gross income requirement in the 3 subsequent
years is only 70 percent in lieu of 80 percent. Under the House bill
and your-committee's bill, a single 80-percent test is established.

Subsection (a) (2), relating to the stock ownership test, has been
modified to provide that organizations described in section 603 (b)
and certain trusts described in section 642 (c)- owning stock in the
corporation, are considered as an individual. Thus, if 50 percent of
the stock of a corporation is owned by a tax-exempt organization
described in section 503 (b), such corporation is a personal holding
company for purposes of applying the stock ownership requirement.

Subsection (a) of your committee's bill is identical to the correspond-
ing provision of the House bill except for a technical amendment.
Subsection (b) provides that in the case of certain affiliated corpora-

tions filing a consolidated return the personal holding company tax
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shall not apply unless the gross income of tl group meets the gross
income requirement. Under present law this treatment is avaiTable
only to railroad corporations. The provision, as revised by your com-
mittee, extends the same treatment -with two exceptions, to any
group of affiliated corporations fling 'a consolidated return,

Paragraph (2) provides that the consolidated treatment is not avail-
able to an affiliated group of corporations, other than a railroad group
if any member of the group (including the common parent) derived
10 percent or more of its gross income from sources outside the affil-
iated group and if 80 percent or more of such income from outside
sources consists of personal holding company income under section 543.
In applying section 543 for this purpose, the income from outside the
group shall be treated as if it were the entire income of such corpora-
tion. For the purpose of applying these income tests to the common
parent corporation, there shall be disregarded dividends from another
corporation in which the common parent owns more than 50 percent
of the voting stock and which is not a personal holding company.
Paragraph (3) includes the application of subsection (b) if any

member of the group (including the comnimon parent) is exempt from
the definition of personal holding company.
The committee amendment deletes a requirement of the House bill

that, in order to qualify for the consolidated treatment, the common
parent corporation of other than an affiliated group must derive 80 per-
cent or more of gross income from other members of the group for
a 3-year period. The amendment also permits a corporation in the
group to receive an insignificant amount of personal holding company
income from outside the group without disqualifying the group.

Subsection (c), corresponding to section 501 (b) of existing law, lists
the corporations which are excepted :from the personal holding com-
pany tax. Subsection (c) (10), relating to the exclusion of certain
foreign corporations, places into the law a rule already contained in
the personal holding company regulations (section 39.500-1 (b) of
Regulations 118).
Section 643, Persona holding company income
This section lists those items which are included in personal holding

company income, and corresponds to section' 502 of existing law.
The section corresponds to section 6430of the House bill except for an
amendment to section 543 (a) (1) and (6).
The amendment to section 543 '(6a),(excludes from personal

holding company income interest on amont s itaside in reserve
funds under section 611. o 607 of th MeIrciant Maim'e Act, 1936,

Subsection(a)I(6), rlat sin personal' holding
company incomeofm rentl' income' received from corporate share-
holders, is qualified to limit applicationo6i the .paragraph to cases in
which the corporatioaahas.other p eronal holding company income
in excessof10percent ofts gross income, An amedmenty our
committee to, , seutionmakSiel that' odthier ental in6comie is to
be disregarded , applying the linmiitation, im thie last sentence of
subsection, (a,); ( ). ,.,;; :.,,',.. ,, '..

Subsection (b).ciudes m gross ,incoe,aid personal, holding
companyincome,6ny t!ieecess Qofgais ove rsses ,with respect to
gains from stock and securities trasactions and commodities trans-
actions.
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Subsection (c) is the same as existing law and defines "gross income"
in tile case of an insurance company other than life or mutual.
Section 544. Rules for determining stock ownership
This section, which is similar to section 503 of existing law and is

identical with section 544 of tlhe House bill, sets forth the rules with
respect to constructive ownership of stock and convertible securities.
Section 546. Undistributed personal holding company income
This section is substantially the same as section 545 of the House

bill. Technical amendments are noted below.
Subsection (a) defines "undistributed personal holding company

income," i. e., the amount which is subject to the personal ho ding
company tax, and basically is a combination of the adjustments re-

quired in computing subchapterr A net income" and "undistributed
subchapter A net income" of the present law. The undistributed
personal holding company income is the taxable income of the cor-
poration after applying the adjustments provided in subsection (b),
minus the dividends paid deduction as defined in section 561.

In adjusting taxable income, subsection (b), as amended by your
omnnittce, provides t the following deductions are allowed:

(1) Tax(s accrued during the taxable year. The taxes which
are deductible inclu(le Federal income and excess profits taxes
(but not World War II excess profits taxes); and income, war
profits, and excess profits taxes of a foreign country or a possession
of the United States (to the extent not taken as a deduction in
coml)uting taxable income under section 164 (b) (6)); but do not
include the accumulated earnings tax, the personal holding com-
pany tax, or similar taxes imposed by corresponding sections of
prior income tax law. Tile changes made in existing law include
(a) an allowance of the deduction only in the taxable year in
which such taxes accrue, and (b) allowance of a deduction for
taxes included in a corporation's foreign tax credit, and not taken
as a deduction in computing taxable income. In allowing a
deduction only for taxes accrued, the committee recognizes that
some corporations on the cash basis have consistently deducted, in
returns filed for prior taxable years, only those taxes which have
be'on paid during such years. Such corporations may continue to
so deduct only the taxes paid during the taxable year. However,
such a corporation may deduct only the taxes accrued during the
taxable year if it so elects on its return filed for such year. An
election once made in a return is irrevocable for such year and the
accrual method of deducting taxes applies to all subsequent tax-
able years. In the case of contested taxes the accrual occurs in
the year the contest is :resolved (Dixie. Pine Products Co. v.
Commis'ioiier, 320 U. S. 566).

(2) Charitable contributions. This section allows a corpora-
tion to deduct, in computting its undistributed personal holding
company income, charitable contributions to the same extent as
allowed an individual in section 170. In lieu of the adjusted
gross income in making such computation there shall be employed
the taxable income of the corporation computed as provided in
section 170 (b) (2). An amendment by your committee clarifies
the application of the charitable limitation and conforms to exist-
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ing, law with respect to certain deductions disallowed under
section 545 (b) (8).

(3) The net operating loss for the preceding taxable year.
Under present law a 1-year net operating loss carryover is allowed
a personal holding company' in computing its dividends paid
credit under section 27 (a). Inasmuch as this bill alters the
concept of the dividends paid credit, a net operating loss deduction
for the preceding taxable year is not allowed in computing the
dividends paid.deduction, but is allowed as an adjustment to
taxable income.

(4) The excess of the net Iong-term capital gains over the net
short-term capital losses. Under present law, the alternative
capital gains tax is imposed in lieu of the income and personal
holding company taxes. This adjustment reaches the same
result. A technical amendment by your committee to the House
bill allows the capital gains tax as a deduction in computing un-
distributed personal holding company income but reduces the
amount of the deduction for capital gains by the taxes attributable
to such gains.

(5) The deduction allowed to bank affiliates described in
section 601.

(6) The amount used or irrevocably set aside to, pay or retire
indebtedness of any kind incurred prior to January 1, 1934.

(7) The amount of a lien in favor of theunited States. Under
present law a corporation, in computing undistributed subchapter
A net income, is allowed a deductionoa the amount by which the
undistributed subchapter A net income exceeds the amount
which could be distributed on the last day of the taxable year as
a dividend (1) without violating the Trading With the Enemy
Act or the First War Powers Act, 1941 and (2) not subject to
a lien in favor of the United States. No provision is made for
the inclusion of the`deductible amounts m1n subchapter A net
income when the earnings areno longer sub ect to the restrictions
of the Trading With the Enemy Act or. the First War Powers
Act, 1941, and a lien in favor of the United States. The bill
provides that only the amount of the lien shall be deducted from
taxable income and that such amount shall be included in taxable
income for the taxable year in which 'the lien is satisfied or
released., The amount included min taxable income in.the'year
the lien is released or satisfiedis. only the amount which has
been deducted under this paragraph, and does not.indclide
amounts wbhih Were allowedas deductions under section,504 (e)
of the 1939 Code. Shareholders ofthe' pirsoal holding'comPay
may electto. coiipute tfie iihdme tai with expectt to such diyi-
dends as are attributable t46the amount which is addedii toi taxable
in&mmeO'thoughgi such dividends Were received ratably over the
period the lien wasineffect.; ,' ..

In adjustiig taxable income, suleetio' (b), eas 'mended by your'
committ, further provides t at the /following. decatiois -are not.
allowed:' , ... , ,; ,

,

(1) The special d'eduidi forco rations provided m rt
VIII (except sec. 248)'f subchapter B.: The 'deductions whi"c
are disallowQd include ,the ded'uictions for partially tax-exemptinterest and for dividends received.
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(3) Certain expense deductions applicable to property, allowed
under( sections 102 nnd 167, in excess of the amount of rental
income from such property.

Section 545 (h) (6) of the House bill, disallowing the capital carry-
over for purposes of determining undistributed personal holding
companyy income, liftas been deleted by your committee. The amend-
mernt conforms to existing law.
Section 546. Incone not paced on annual basis

T''lis section is identical with section 546 of the House bill. It
corresponds to section 505 (e) of present law and provides that, in
(computl.ing the personal holding company tax, income shall not be
placed on an annual basis where a return for a short taxable year is
filed.
Section W57. Deduction for deficiency dividends

This section, which corresponds to section 506 of existing law
fnd is substantially the same as section 547 of the hIouse bilf, has
been completely revised and rearranged for clarity. This section
allows the elimiination by a corporation of its personal holding com-
pany tax liability of a prior year by making a special distribution of
dividliends.

Subsection (a) provides tlhat where a determination establishes
liability for personal holding company tax for any taxable year, a

taxpayer shall be entitled, under certain conditions, to a deduction
for the amount of deficiency dividends for the purpose of determining
the personal holding company tax for such year, but not for the
purpose of determining interest, additional amounts, or assessable
penalties computed with respect to such tax.

Subsection (bX) provides that, if the allowance of a deficiency dividend
deduction results in an overpayment of personal liolding company tax
for any taxable year, credit or refund with respect to such overpayment
slall be made as if on the date of the determination 2 years remained
before the expiration of the period of limitation on the filing of claim
for refund for the taxable year to which the overpayment relates. No
interest is allowed on a credit or refund arising from the application of
section 547.

Subsection (c) expands the definition of "determination" as con-
tained in existing law to include, in addition to a decision by a court
of competent jurisdiction which has become final or a closing agree-
ment made under section 3760, an informal agreement signed by the
Secretary or his delegate and the taxpayer relating to the liability of
such taxpayer for personal holding company tax.

Deficiency dividends are defined in subsection (d), as revised as
th:amount of dividends paid by the corporation, on or after the date
of thcdetermination and prior to filing claim for the deficiency dividend-
deduction! which would have been includible in the computation of the
deduction for dividdaids:-paid under section 561 for the taxable year
with respect to'which the liability for personal holding company tax
exists, if distributed during such taxable year. The provision of the
House bill referring to: dividends paid by an acquiring corporation
has been deleted in section 547, and an appropriate insertion made in
section 381 of your committee's bill.
For purposes of this section the dividends must be distributed

within 90 days after the determination and the claim for the deficiency
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dividend deduction must be filed within 120 days after the determnina-
tion (subscc, (e)). Such deduction is allowed as of the date the claim
for the deficiency is filed (subsec. (b)).:

Subsection (f) provides for th'e suspension of the running of the
statute of limitations and stay of collection for a period of 2 years in
respect of the, deficiency and all interest, additional amounts, or assess-
able penalties arising as a result of any claim filed under subsection (c).

Subsection, (g) provides that no deficiency dividend deduction l)jall
be allowed if the determination contains a finding that any part of tlie
deficiency is due to fraud with intent to evade tax, or to a willful failure
to file an income-tax return within the time prescribed by law or pro-
scribed by the Secretary or his delegate pursuant to the law.'

Subsection (h) provides that subsection (a) through (f), inclusive,
shall be applicable only with respect to determinations made more than
90 days after the date of enactment of this title. Where the deficiency
is asserted for a taxable year beginning before January 1, 1954- the
term "deficiency dividends" includes only amounts which wold lIave
been inchudible in the computation of the basic surtax credit for such
year under the 1939 Code.

PART III-FOREIGN PERSONAL HOLDING COMPANIES
IN GENERAL

Sections 551-557, corresponding to sections 331-340 of existing law,
contains rules with respect to the inclusion in a United States share--
holder's income of his proportionate share'of the income of a foreign
personal holding company.
Section 551. Foreign personal holding company income taxed to United

Slates shareholders
This section, which corresponds to section 337 of existing law and

is identical to :section 551 of the House bill, provides that the un-
distributed foreign personal holding company income of a foreign
personal holding company shall be included i the gross income of
United States shareholders ...,

Subsections, (a), (b) ,'(d)-(e) and (g) are substantially the same as
present law. Subsection (c) has been rewritten to. accord, with other
changes in the bill, but no substantive change hasa been made.

Subseetion (f), relatmgtoi the basis of,stock in the, hands of the
shareholders, s substantially the same as present law except the period
of time therein designatedha.been reduced from 7, years to6 years
to accord with amendments to the administrative provisions, of the
revised code. . ..:

Section 562. Definition of foreign personal holding company ;'

This section is identical with section 552 of the House, bill. ; .i;'.
This'section. is substantially the same as pection-331, of existing

law} which provided the definition, .of a:freign person ,ihol4ing
company.; . . I, i,,;.-:. ... ..,,,,.;;: - ..,:

- i i-..

Section 63, iForeign persial' hbldi company om ; .

This section iis iden'cal' ithlisection 553'of,XtiehHs&bil.
This section, corresponding to section 332 of existing law defines

foreign personal holding company income. The section has been sim-
plified by stating that foreign personal holding company income is to
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be determined in the same manner as is provided in section 543 with
respect to personal holding company income, except that all interest,
whether or nob treated as rent, and all royalties, whether or not
mineral, oil or gas royalties, constitute foreign personal holding com-
pany income.
Section 6654. Stock ownership
This section is identical with section 554 of the House bill.
This section, corresponding to section 333 of existing law, provides

that the rules contained in section 544, relating to rules for deter-
mining stock ownership of a personal holding company, shall be
applicable in determining stock ownership of a foreign personal
holding company.
Section 555. Gross income of foreign personal holding companies

This section is identical with section 555 of the House bill.
This section, corresponding to section 334 of existing law, defines

"gross income" in the case of a foreign personal holding company
as if the foreign corporation were a domestic corporation which is a

personal holding company.
Section 556. Undistribuled foreign personal holding company income

This section corresponds to section 556 of ihe House bill except for
a technical amendment to section 556 (b) (2).

Subsection (a) defines "undistributed foreign personal holding
company income", i. e., the amount to be included in the gross income
of the corporation's shareholders, and basically is a combination of the
adjustments required in computing "supplement P net income" and
"undistributed supplement P not income" of present law. The
undistributed foreign personal holding company income is the taxable
income of a foreign personal holding company after applying the
adjustments provided in subsection (b), minus the dividends paid
deduction as defined in section 561.

Subsection (b) provides that the same adjustments be made to
taxable income as is required in computing supplement P net income
under existing law, except that the net operating loss deduction for the
preceding taxable year is allowed as an adjustment to taxable income
rather than as a factor in determining the dividends paid credit under
existing law. Also the deduction for taxes and charitable contribu-
tions are amended to conform with the changes made with respect to
such deductions in the case of a personal holding company.-
An amendment by your committee to section 556 (b) (2) clarifies

the application of the charitable limitation and conforms to existing
law with respect to the treatment, for purposes of the charitable
contribution deduction, of deductions disallowed under paragraphs
(5) and (6) of subsection (b).
Section 557. Income not placed on annual basis
This section is identical with section 557 of the House bill which

corresponds to section 336 (d) of present law and provides that in
computing the undistributed foreign personal holding company in-
come under section 556, section 443 (b), relating to computation of
tax on change of annual accounting penod, shall not be applicable.
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PART IV-DEDUCTION FOR DIVIDENDS PAID

IN GENERAL

Sections 561-564, correspondirfg in part to section 27 of existing
law, provides rules for the computation of the dividends paid deduc-
tion. The provisions have been rearranged and revised in the interest
of simplification. The net operating loss credit and the credit for
bank affiliates, allowable under present law in the computation of the
dividends paid credit, are allowed under the bill as adjustments to
taxable income.
Your committee has amended the House provisions to restore

consent dividends as an element of the dividends paid deduction.
Section 561. Definition of deduction for dividends paid
This section, corresponding to section 27 (a) of existing law, is

substantially the same as section 561 of the House bill except for the
allowance of consent dividends as a part of the dividends paid deduc-
tion.

Subsection (a), as revised, provides that the dividends paid deduc-
tion shall consist of (1) the dividends paid during the taxable year, (2)
the consent dividends for the taxable year, and (3) in the case of a
personal holding company, the dividend carryover described in section
564.

Subsection (b), as revised, provides that the rules of section 562
(relating to the eligibility of dividends for the dividends paid deduic-
tion) and section 563 (relating to dividends paid after the close of the
taxable year) shall apply in determining the dividends paid deduction.
Such rules are applicable to consent dividends as well as to distribu-
tions in money or other property.
Section 662. Rules applicable in determining 'dividends eligibl for

dividends paid deduction
This section conforms to section 562 of the House bill except for a

clerical amendment.
Subsection (a) provides that the term "dividend" for purposes of

this part shall include, except as otherwise provided in this section
only those dividends described in section 316 (relating to definition of
dividends for purposes of corporate distributions). The requirements
of sections 27 (d), (e), (f)i and (i) of existing law are contained in
the definition of "dividend" in section 312, and accordingly are not
restated in section 562 ; ,;

Subsection (b), corresponding to section 27, (g) of existing law,
provides that distributions during the taxable 'year m liquidation of'a
corporation :which are properly: chaiseable to earnings and Profits
accumulated after February 28, 1913, are' treateWd as diidend dis-
tributions.* In addition, 'a corporation in the process of a completeliquidation occurring within a 24-month period Shall treat any distri-
bution within such period made pursuant to the plan of liquidation as
a dividend for purposes of computing the dividends paid deduction,
to the extent of the current earmnng and profits, (computed without
regard to capital losses),:.-:
Susaetioh(c),corppandies)g to section 27 (h)' of existing' law

provides the rule to be applied in the cas' of 'preferential dividends.
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Subsection (d) is new and provides that,- where a personal holding
company files a consolidated return with other members of an affiliated
group under section 542 (b) but is required to file a separate personal
holding company schedule,-then a distribution of a dividend by such
company to another member of the affiliated group shall be considered
as a dividend for purposes of computing the dividends paid deduction
if such distribution would constitute a taxable dividend to a recipient
not a member of the affiliated group.
Section 563. Rules relating to dividends paid after close of taxable year

This section conforms to section 563 of the House bill except for
a clarifying amendment to section 563 (c).

Subsection (a) is new and ~provides that, in computing the accumu-
lated earnings tax under section 531, a corporation shall include in the
computation of its dividends paid deduction the amount of dividends
paid after the close of a taxable year and on or before the 15th day
of the third month following the close of such taxable year.

Subsection (b) is the same as section 504 (c) of existing law.
Subsection (c) provides that., where a distribution is made after the

close of the taxable year, such distribution shall be considered to have
been made on the last day of such taxable year. Under this rule, the
taxability of such a distribution as a dividend will be determined
according to the earnings and profits of the corporation on the last
(lay of its taxable year.
Section 564. Dividend carryover

This section conforms to section 564 of the House bill, except for
a technical amendment to subsection (c), relating to cases to which
the 1939 Code provisions apply.

This section, corresponding to section 27 (c) of existing law, provides
for the computation of the dividend carryover; i e., the excess of
dividends paid in the 2 preceding years over the income for such
years. The section has been rewritten for clarity and simplification.
The principal changes have been the elimination of the net operating
loss credit and the bank affiliate credit from the computation of the
carryover. In addition, only the dividends paid in the 2 preceding
taxable years enter into the computation of the dividend carryover.

In a case where either the first or second preceding taxable year
began before the taxpayer's first taxable year under this subchapter,
subsection (c), as revised by your committee, provides that the amount
of the dividend carryover to taxable years to which this subtitle
applies shall be determined under the provisions of the 1939 Code.
Section 565. Consent dividends

This section, for which there is no corresponding provisions in the
House bill, provides a method whereby a corporation may obtain a
dividends paid deduction without the necessity of making an actual
distribution. The section corresponds, in general, to section 28 of
the 1939 Code relating to consent dividends.

Subsection (a) provides the general rule with respect to consent
dividends. It states that if any shareholder who owns consent stock
in a corporation on the last day of the taxable year of such corpora-
tion agrees, in a consent filed with a return of such corporation, to
treat as a dividend an amount specified in such consent, then the
amount so specified shall constitute a consent dividend for purposes
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of section 561 (relating to the deduction for dividends paid). The
making- and filing of such consents is to be in accordance with regula-
tions prescribed by the Secretary or his delegate,Subsection (b), however, provides certain limitations on the extent
to which the amount specified in a consent may constitute a consent
dividend. An amount specified in a consent will not constitute a
consent dividend to the extent that, if the amount specified in the
consent were distributed by the corporation in money, such a distri-
bution would not constitute a dividend within the meaning of section
316. Moreover, a consent dividend does not include an amount which,
if distributed in money, would constitute, or be part of, a distribu-
tion disqualified as a preferential dividend under section 562 (c).
Where all or any part of the amount specified in the consent does not
qualify as a consent dividend, the amount so disqualified shall be
disregarded for all tax purposes.
Under subsection (c) the amount of the consent dividend shall be

considered, for all purposes of this title, as if it were distributed in
money by the corporation to the shareholder on the last day of the
taxable year of. the corporation and immediately contributed by
the shareholder as paid-in capital to the corporation on such day.
Thus; the amount of the consent dividend will be taxed to the share-
holder as a dividend. The shareholder will be entitled to the divi-
dends received credit under section 34. the exclusion under section
116 or the dividends received deduction under section 243, with
respect to such consent dividend. The basis of the shareholder's
consent stock in a corporation will be increased by tlie amount-thus-
taxed to him as a dividend and which he is considered as having
contributed to the corporation as paid-in capital. The amount o1
the consent dividend will; also be treated as a dividend received from
sources within the United States in the same manner as if the divi.
dend had been paid in money: to the, shareholders.. Among othei
effects of the consent dividend,. the earnings and profits of the cor.
portion will be decreased by the amount of the consent dividends
Moreover, if the shareholder is a corporation, its accumulated earnings
and profits will be increased by the amount of the consent dividend
with respect to which it makes a consent.

Subsection (d) provides a rule applicable where.a distribution is
made in part in consent dividends and, in part in money or other
property.! This subsection provides; that,; for, purposes of; applyipg
the income tax title. the entire amount specified in, the consents and
the amount of such money:or other, property shall be :osidered
together. Thus, if consents are filed by some of the shareholders and
cash is distributed -to other shareholders who are unwilling to sign
consents, the total amount of the cash and the amounts specified in
the contents will be viewed as a single distribution to deteminne the
taxeffects of such distribution. For example: the total 'of 'uch
amounts must' Be' considered t 'determine whether,the distribution
(including the amount specified) in th conseiit)is) a preferential
distribution and whether any part of such distribution would, not be
a diidnd if the total amounts specified in the consent were dis-
tributed cash,,, .. .. ,

:
Subsec.tion (e) provides at whei a conseit dividend old

paid in ;money"be subject tot the wlthholdlngp"ovosi6n'sof Sction
1441 or: 1442, the consent dividend swtion sball' not pply idless the
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consents are accompanied by money, or other medium of payment,
equal to the amount that would be required to.be withheld if the
consent dividend had been paid in money. The amount accom-
panying the consent shall be credited against the tax imposed on the
shareholder.

Subsection (f) contains the definition of consent stock and preferred
dividends. Consent stock is defined as the class or classes of stock
entitled, after the payment of preferred dividends, to share in the
distribution (other than incomplete or partial liquidation) within the
taxable year of all of the remaining earnifis and profits, which share
constitutes the same proportion of such distribution regardless of the
amount of such distribution. Preferred dividends are defined as a
distribution (other than incomplete or partial liquidation), limited in
amount, which must be made on any class of stock before a further
distribution (other than incomplete or partial liquidation) of earnings
and profits may be made within the taxable year. These definitions
correspond to provisions of existing law.

SUBCIIAPTER H-BANKING INSTITUTIONS

PART I-RULES OF GENERAL APPLICATION TO BANKING INSTITUTIONS

The provisions of this part containing sections 581 to 584, inclusive,
conform to the corresponding provisions of the House bill.
Section 581. Definition of bank

This section is identical with section 104 (a) of the 1939 Code. No
substantive changes have been m1ade.
Section 582. Bad debt and loss deduction with respect to securities

held by banks
This section is identical with section 582 of the House bill.
Subsection (a) of this section is derived from section 23 (k) of the

1939 Code.
Subsection (b) is applicable to worthless stock in an affiliated

bank. The subsection provides that for purposes of section 165 (g)
(1) (worthless securities) where the taxpayer is a bank and owns
directly at least 80 percent of each class of stock of another bank,
stock in such other bank shall not be treated as a capital asset. The
effect of this section is that the loss on the security of the affiliated
bank will be deductible under section 165 (a), which provides for the
deduction of losses sustained during the taxable year and not
coropensated for by insurance or otherwise.

Subsection (c) corresponds to section 117 (i) of the 1939 Code. No
substantive changes have been made.
Section 583. Deductions of dividends paid on certain preferred stock

This section is identical with section 583 of the House bill and con-
forms to section 121 of the 1939 Code.
Section 584. Common trust funds

This section corresponds to section 584 of the House bill except
that subsection (f) of the House bill has been stricken. It also
corresponds to section 169 of the 1939 Code, except that subsection
(h) is derived from section 170. The rule for treatment of partially
tax exempt interest, as stated in subsection (c) (2) has been made
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applicable to dividends to which section 34 (relating to the' credit
against tax' provided for dividends received by individuals) and
section 116 (relating to exclusions from dividends of certain income
received) apply.

PART II-MUTUAL SAVINGS BANKS, ETC.

The provisions of this part containing sections 591 to 594, inclusive,
are identical with the corresponding provisions of the House bill.
Section 691. Deduction for dividends paid on deposits
This section corresponds to section 23 (r) of the 1939 Code.

Section 692. Deduction for repayment of certain loans
This section corresponds to section 23 (dd) of the 1939 Code.

Section 693. Additions to reserve for bad debts
This section is derived from section 23 (k) of the 1939 Code.

Section 694. Alternative ta' for mutual savings banks conducting life-
insurance business

This section corresponds to section 110 of the 1939 Code.

PART III-BANK AFFILIATES

Section 601. Special deduction for bank affiliates
This section is identical with section 601 of the bill as passed by the

House and corresponds to section 26 (d) of the 1939 Code.

SUBCHAPTER I-NATURAL RESOURCES
PART I-DEDUCTIONS

Section 611. Allowance of deduction for depletion
This section corresponds to section 611 of the bill as passed by the

House, and is derived from section 23 (m) of the 1939 Code. Section
611 of the House bill made certain clerical changes in existing law, but
made no substantive change other than to provide that the term
"mines" includes deposits of waste or residue of mines, the extraction
of ores or minerals from which is treated as mining under section 613
(o). The effect of this provision of the House bill is to extend allow-
ances for depletion to the extraction :of ores or minerals from' waste
or residue of prior mining. Under this section of the bill a waste
pile is not considered, for purposes of the deduction for depletion, to
be a separate property but a part: of the property fNrom which it was
extracted, Thus. where a mineowner is. engaged in the mining and
sale of ores or minerals from original mine workings along with ores
,or minerals produced by him from waste therefrom, the gross income
from both shall be aggregated in determining the gross income from
the property. Likewise, the output from. waste shall be combined
with the output of original mine workings in determ ning whether cost
depletion or depletion based on percentageof income is applicable.
Your committee has added to section 61 of theI Huse bill- a Few

paragraph to the. effect that in jthe case of an etate, the depletion
deduction shall be apportioned between the estate and the heirs,
legatees, and devise.e on the basis of the income of the estate allocable
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to each. Your committee has also added to section 611 a new sub-
section which contains a cross-reference to section 167 for other rules
applicable to depreciation of improvements. This cross-reference
makes it clear that the rules of section 167 are also applicable to
depreciable property described in section (11.
Section 612. Basis for cost depletion
This section corresponds to section 6.12 of the bill as passed by the

House, and is the same as section 114 tb) (1) of the 1939 Code, except
for certain minor clerical changes. There bas been no substantive
change. Your committee made a clarifying amendment by changing
the reference to "this subtitle" rather than "section 613."
Section 618. Percentage depletion
This section corresponds to section 613 of the bill as passed by the

House. Your committee has made a number of substantive changes.
Section 613 (a) of the House bill is derived from portions of the 1939

Code and contains nothing new in substance, except for the last
sentence which provides a special rule for the computation of cost
depletion in cases where there has been an aggregation of mineral
interests for computation of percentage depletion under section 614.
Because your committee proposes that any aggregation be permitted
for purposes of cost as well as percentage depletion, this sentence is no
longer necessary and has therefore been eliminated by your committee.
Otherwise, section 613 (a) is the same as under the House bill. It
provides that in. the case of the mines, wells, and other natural deposits
listed in subsection (b), the allowance for depletion under section 611
shall be the percentage, specified in subsection (b), of the gross income
from the property, excluding from such gross income an amount equal
to any rents or royalties (payee's share of depletable income) paid or
incurred by the taxpayer in respect of the property. Such allowance
shall not exceed 50 percent of the taxpayer's taxable income from the
property (computed without allowance for depletion). In no case
shall the allowance for depletion under section 611 be less than it
would be if computed without reference to section 613.

Existing law provides that the allowance for depletion shall not
exceed 50 percent of the taxpayer's "net income" from the property
(computed without allowance for depletion). The phrase "taxable
income" has been used in section 613 (a) because the term "net in-
come" has been eliminated from the new code and "taxable income"
substituted therefor. As used in section 613, the term "taxable
income from the property" means the same as "net income from the
property" in existing section 114 (b) (3), (4) (A), and no substantive
change is intended by the change in language. In computing taxable
income from the property it is intended that there be taken into ac-
count all deductible items (other than depletion) including such items
as administrative and financial overhead expenditures and taxes
which, under sound accounting principles, are attributable to extrac-
tion or processes treated as mining.

Section 613^'(b) is derived from sections 114 (b) (3) and 114 (b) (4)
(A) of the 1939 Code and contains the rates of percentage depletion.
Neither the House bill nor your committee has made any change in
existing law with respect to the rates of percentage depletion in the
case of oil and gas wells and sulfur. With respect to other minerals,
the House bill provides a 15 percent rate for the following: Ball clay,
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sagger clay, china clay, chemical grade limestone, metallurgical grade
limestone, metal mines, rock asphalt, slate (5 percent under existing
law), and vermiculite. A 10 percent rate of depletion is applied to
asbestos, brucite, coal, lignite, perlite, and wollastonite, as provided
in existing law. The House bill applies a 5 percent rate to all minerals
specifically entitled to that rate under existing law (except slate)
and also to peat and all mollusk shells (including clam shells and oyster
shells).
Your committee has amended section 613 (b) (2) of the House bill

in several respects. The rate of percentage depletion for uranium is
increased from 15 percent to 23 percent. Also your committee has
added a new subparagraph (B) under the 23 percent category which
provides that the following minerals shall be entitled to a 23 percent
rate if mined from deposits in the United States: anorthosite (to the
extent alumina and aluminum compounds are extracted therefrom),
asbestos, bauxite, beryl, celestite, chromite, corundum, fluorspar,
graphite, ilmenite, kyanite, mica, quartz crystal (radio grade), rutile,
block steatite talc, and zircon, and ores of the following metals:
antimony, bismuth, cadmium, cobalt, columbium, lead, lithium, man-
ganese, mercury, nickel, platinum and platinum group metals, tanta-
lum, tin, tungsten, vanadium, thorium, and zinc.
In section 613 (b) (3) your committee has added bentonite to the

list of minerals specifically named in the 15 percent category. How-
ever, your committee has eliminated chemical grade limestone, metal-
lurgical grade limestone, and slate from the minerals specifically
named at 15 percent. These minerals will continue to be entitled
to the 15 percent rate, however, unless used for the] purposes (road
material, riprap, etc.) specified in section 613 (b) (6), in which case
the rate will be 5 percent. Under section 613 (b) (3) as amended by
your committee, a 15 percent rate of percentage depletion will apply
to ball clay, bentonite, china clay, sagger clay, metal mines (if par.
(2) (B) does not apply), rock asphalt, and vermiculite.
In section 613 (b) (4) your committee has increased the rate of

percentage depletion for sodium chloride fr6m 5 percent to 10 percent.
The other minerals named in section 614 (b) (4) which are entitled to
a 10 percent rate of depletion, regardless of the purposes for which
used, are asbestos (if par. (2) (B) does not apply), brucite, coal,
lignite, perlite, and wollastonite.

In section 613 (b) (5) your committee has eliminated granite and
marble from the minerals specifically named in the 6 percent cate-
gory. The effect of this change is to extend to these minerals a
15 percent rate of percentage depletion, except where such minerals
are used for the purposes (road material, riprap, etc.) specified in
section 613 (b) (6), in which case the rate will be 5 percent. Your
committee has also amended section 613 (b) (5) to provide that stone
(unless used or sold for use by the mine owner or operator Us dimension
stone or ornamental stone) will be entitled to depletior. at the '5
percent rate.

-

Section 613 (b) (6)of the House bill applies a 15 percent rate to
all other minerals, except that the rate shall be 5 prceit for any
such minerals when they are used or sold for us as riprap, bllt,
road material, rubble, concrete. aggregates, dimension stone, o.r-,
mental stone, or for similar purposes. Your committee acceptedlie

48B99-54-- 22
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principle in the House bill thattll minerals within the scope of para-
graph (6) (whether or not specifically mentioned in that paragraph)'
will be subject to a use test. However, your committee has amended
this section by eliminating dimension stone and ornamental stone
from the "use test" of subsection (b) (6), so that use of a mineral for
these purposes will not reduce the rate from 15 percent to 5 percent.
Furthelinore, for purposes of clarification, your committee has
amended section 613 (b) (6) by parenthetically enumerating, after the
term "all other minerals," a list of minerals, including some which are
specifically named in present law, but which are not otherwise spe-
cifically provided for in section 613 (b). This list includes stone used,
or sold for use, by the mine owner or operator as dimension stone or
ornamental stone. "Dimension stone" means blocks and slabs of
natural stone cut to definite shapes and sizes, such as building stone
(excluding rubble), monumental stone, paving blocks, curbing and
flagging. In addition, your committee has redefined the term "all
other minerals" as not including soil, sod, dirt, tilrf, water, mosses, or
minerals from sea water, the air, or from similar inexhaustible sources.
A technical cliange has also been made so as to make clear that the
"use test" of section 613 (b) (6) is to apply when the mineral is used
or sold for use by the mine owner or operator for the specified uses.
The term "all other minerals" is not limited to those minerals

parenthetically named in section 613 (b) (6) and includes minerals not
otherwise specifically provided for in section 613 (b)t including some
minerals not entitled to percentage depletion under existing law as well
as many that are. The term includes, for example, gypsum, kyanite
(if paragraph (2) (B) does not apply), novaculite, natural mineral
pigments, quartz sand and quartz pebbles, and slate. Thus the 15
percent rate would be applicable to quartz sand and quartz pebbles
when used or sold for purposes dependent on the chemical or refractory
properties of such minerals and slate when used or sold for granules
for roofing, or in the manufacture of phonograph records.

Section 613 (c) of the bill as passed by the House corresponds to
section 114 (b) (4) (B) of the 1939 Code, under which the rate of
perceniitage depletion is applied to "gross income from the property,"
and that term is defined to means in the case of a property other than
an oil or gas well, the gross income from "mining." The term
"mining" in existing law is defined to mean not merely the extraction
of ores or minerals from the ground but also certain "ordinary treat-
ment processes" applied by mine owners or operators and certain
specified transportation. Existing law provides four separate cate-
gories of specific processes which are considered to be included within
the term "ordinary treatment processes." The House bill amended
existing law with respect to sulfur to indicate that the specified
processes apply only to the recovery of sulfur by the Frasch process.
In cases where sulfur is recovered by processes other than the Frasch
process, such other processes will be allowed or disallowed as "ordinary
treatment processes" in accordance with the general provisions of sec-
tion 613 (C). Your committee has amended section 613 (c) (4):(A)
to provide that in the case of coal dust allaying and treating to prevent
freezing are considered ordinary treatment processes. The House bill
amended existing law specifically to provide that the teWm "ordinary
treatment processes" includes the'pulverization of talic and the burning
of magnesite. Your committee has added to this list "the sintering
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and nodulizing of phosphate rock." In the case of uranium the gross
income from the property for purposes of applying. the percentage
depletion allowance will be determined by reducing the saleprice of
the ore by the net transportation, cost of the taxpayer. For this
purpose, the net transportation cost means the taxpayer's transporta-
tion cost reduced by the hauling allowance allowed by/the Atomic
Energy Commission.

Section 613 (c) (3) of the House bill extended depletion to deposits
of waste or residue of prior mining by adding a provision that the
term "extraction of the ores or minerals from the ground" includes tie
extraction by mine owners or operators of ores or minerals from the
waste or residue of prior mining. Under the House bill' this provision
is not applicable to any such extraction of the mineral or ore by the
purchaser of such waste or residue or of the rights to extract ores or
minerals therefrom. For purposes of section 613 (c) (3), the' word
"purchaser" does not apply to a person who acquires the whole mine
property, including such waste or residue, 'in a tax-free exchange
(e. g., through a tax-free corporate reorganization) from a personwho was entitled to depletion upon such waste 'or residue. Like-
wise, the term "purchaser" does not apply to a lessee tipon the
renewal of a mineral lease, if such lessee was entitled to depletion in
respect of the waste or residue prior to the renewal of such lease. Oil
the other hand, the term "purchaser" includes a person who acquires
such waste. or residue in a taxable transaction, even thougYh such
waste or.residue may be acquired merely as an incidental part of the
whole mine property. Under section 613, (c) (3), it is immaterial
whether the waste or residue results from the process of removal from
the ground or from the application of ordinary treatment processes.
However, section 613 (c) (3) does not apply to waste or residue which
results from processes which are not considered to be ordinary treat-
ment processes.
Your committee's action on this section applies only to 1954 and

future years. No inference can be drawn from the reclassification
of certain minerals and other actions as to the meaning of present law.
Section 614. Definition of property

This section corresponds to section 614 of the bill as passed by the
House, and has no counterpart in the 1939 Code. It provides a
statutory definition of the term "property" for purposes of' computing
the depletion allowance in the case of mines, wells, and other natural
deposits. Present law contemplates that' the depletion allowance
shall be computed by properties, but provides no definition of a
"property."

Section 614 (a) is identical with the corresponding provision as
passed by the House. It provides a general rule which states that for
the purpose of computing the depletion allowance in the case of mines,
wells, and other natural deposits, the term "property" means each
separate interest 'owtied by the 'taxpayer in' each mineral deposit in
each separate tract or parcel of land. For purposes of this definition,
tracts or parcels may be separated by conveyancing, as well as geo-
graphically

Subsection (b) prescribes s special rule which is applicable only in
the case of operating mineral interests (as defined in subsec. (b)s0)).
Your committee has made several amendments to this subsection a
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passed by the Housb. The House bill provided that if a taxpayer
owns two or more separate operating mineral interests which consti-
tute part or all of an operating unit, ho may elect (but only for the
purpose of computing the allowance for percentage depletion) to form
one aggregation of any two or more of such interests, and to treat such
aggregation as one property. Your committee has amended section
614 (b) (1) to provide that an aggregation adopted ufinder this section
shall be effective for all purposes of tile income tax subtitle, and is not
limited totlihe computation of percentage depletion, as under the
House bill. Theeffect of this amendment is to make the definition
of property consistent so as to be applicable to the computation of
both cost and percentage depletion, and to the computation of gain
or loss upon a sale or exchange.
The adoption of a uniform definition of property, as described in

the preceding paragraph, makes possible the elimination of paragraph
(4) of section 614 (b), and the last sentence of section 613 (a) as

passed by the House. The last sentence of section 613 (a) of the
House bill provided a special rule for the computation of cost deple-
tion in cases where there had been an aggregation (under sec. 614 (b))
of mineral interests only for percentage depletion. Since under section
614 (b) as amended by your committee the definition of property is
the oame for both cost and percentage depletion, this sentence is no
longer necessary. Paragraph (4) of section 614 (b) required the
apportionment of the aggregate depletion allowance among the
mineral interests aggregated for the purpose of determining the ad-
justment to basis of each such mineral interest. This paragraph'has
been eliminated since under your committee's provision the various
mineral interests in the aggregation lose their separate identities upon
the taxpayers' adoption of the aggregation.

In all other respects, section 614 '(b) is substantially the same as
passed by the House. It provides that a taxpayer shall be deemed to
have elected to treat as a separate property each interest owned by
him in the 'operating unit which he has not elected to include within
the aggregation. Separate operating mineral interests which con-
stitute part. or all of an operating unit may be aggregated whether or
not they are included in a single tract or parcel of land and whether
or not they are included in contiguous tracts or parcels. A taxpayer
may not elect to form more than one:aggregation of operating mineral
interests within any one operating unit,-
The term "operating unit" is susceptible to a reasonable interpreta-

tion. In general, the term contemplates an aggregation only of
interests which may conveniently and economically be operated
together as a single working unit. Thus, interests which are geo-
graphically widespread may not be considered parts of the same
operating unit merely because one set of accounting records is main-
tained by the taxpayer, or merely because the products of such in-
terests are processed at the same treatment plant.
The term "operating mineral interest is defined in paragraph'(3)

of subsection (b)- as including only interests m respect of which the
costs of production of the mineral are required to be taken into 'ac-
count by the taxpayer for the purpose of computing the 50-percent
limitation provided for in section 613, or would be so required if the
mine, well, or other natural deposit were in the production stage.
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Therefore, subsection (b) does not permit the aggregation of any type
of royalty interest (or similar interest). ,,

Paragraph (2) of section 6i4 (b) of the House bill provides that'thie
election provided in paragraph (1) shall be made for each operating
mineral interest (in accordance with regulations prescribed by the
Secretary or his delegate), not later than the time prescribed by this
subtitle for filing the return (including extensions thereof) for which-
ever of the following taxable years is the later! (1) the first taxable
year beginning after December 31, 1953, or (2) the first taxable year
m which any expenditure for exploration, development, or operation
in respect of the separate operating mineral interest is made by the
taxpayer after the acquisition of such interest. Since the time for
fling the return is not prescribed in subtitle A your committee has
made a clerical amendment to this paragraph by providing that the
election shall be made not later than the time prescribed by law for
filing the return for the described taxable years. For purposes of
this paragraph, the acquisition of an option to acquire an economic
interest in minerals in place does hot constitute the acquisition of-a
mineral interest. An election under subsection (b) shiaIl be binding
upon the taxpayer for all subsequent taxable years, except that the
Secretary or his delegate may consent to a different treatment of the
interests in respect of which the election has been made. For pur-
poses of this section, a change in tax consequences alone will hot
justify a treatment different from that elected by the taxpayer. How-
ever, consent to a new election would be appropriate in case the
operating unit changes so that part of the aggregation is no longer in
the operating unit.
Your committee has added a new subsection '(c) which' provides a

special rule as to nonoperating mineral interests. It provides that if
a taxpayer owns two or more separate nonoperating mineral interests
in a single tract or parcel of land, or in two or more contiguous tracts
or parcels of land, the Secretary or his delegate may, on showing of
undue hardship, permit the taxpayer to treat (for all purpose of this
subtitle) all such mineral interests as one property. If such permission
is granted for any taxable year, the taxpayer shall treat such interests
as one property for all subsequent taxable years, unless the Secretary
or his delegate consents to a different treatment. For purposes of
this subsection, undue hardship shall not be deemed to exist by reason
of mere tax disadvantage. Nonoperating mineral interests are defined
for purposes of this subsection as interests which are not operating
mineral interests within the meaning of section 614 (b) (3), and thus
includes royalty interests. In no case may a nonoperating interest be
aggregated with an operating interest.
In cases/where there has been an aggregation under subjection (b)

or (c), if the taxpayer subsequently sells or otherwise disposes of a
part of the aggregation, the adjusted basis of the aggregation shall
be reasonably apportioned in order to determine the adjusted basis
of the part disposed' of.
The operation of the provisions of this section may be illustrated

by the following examples, in which it is assumed that each taxpayer
is on a calendar-year basis. .

.

(1) A taxpayer 'owns one tract of land under which lie three
separate aud distinct zeams of coaL The taxpayer is considered
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under section 614 (a) to own three separate mineral interests. How-
ever, if the taxpayer mines coal from all three seams, and maintains
only one operating unit with respect thereto, he may elect, under
section 614 (b) (1), to aggregate the three operating mineral interests,
and to treat such aggregation as one property for all purposes of this
subtitle.

(2) A taxpayer conducts mining operations on eight separate tracts
of land all of which he acquired and operated as a single mine prior to
December 31 1953. Each tract of land contains only one mineral
deposit and tle taxpayer is considered to own eight separate operat-
ing mineral interests under section 614 (a). The taxpayer may
make, with respect to each interest' an election under subsection :(b)
(1) not later than the time prescribed for filing the return for the
taxable year beginning January 1, 1954. If it is assumed that the
taxpayer elects to form one aggregation of five of the separate operating
mineral interests owned by him in the operating unit, and to treat
such aggregation as one property, he must treat each of the other
three operating mineral interests as separate properties. Thereafter,
the taxpayer will compute depletion for four properties. If the tax-
payer subsequently desires to include in the aggregation any or all of
the separate nonaggregated interests it will be necessary for him to
obtain the consent of the Secretary or his delegate to such different
treatment. The same consent is required if the taxpayer desires to
withdraw one of the aggregated mineral interests from the aggrega-
tion and to compute depletion with respect to such interest sepa-
rately. If, in 1955, the taxpayer should extend his operating unit
so as to include an additional interest acquired and developed by
him in that year, he may elect on or before the date prescribed for
the filing of the return for 1955, either to treat this interest as a
part of the aggregation or to treat it as a separate property. In
no case will he be entitled to aggregate such subsequently acquired
interest with any of the nonaggregated interests in the operating
unit.

(3) A taxpayer operates mines A and B as two separate operating
units and attempts to aggregate an interest forming a part of mine
A with an interest constituting a part of mine B. Such an election
is not permitted, because section 614 (b) (1) requires that the interests
aggregated must all belong to the same operating unit.

(4) A taxpayer owns a large tract of land under which lies one
deposit of ore. The taxpayer operates a single mmine near the center
of this tract and leases to another operator the mineral rights with
respect to an outlying area retaining a royalty interest therein. It
is assumed that the costs of operation of the outlying'tract'are not
required to be taken into account by the taxpayer. While thb tax-
payer is considered as owning two separate properties, they may not be
aggregated since the interest in the outlying tract is a royalty interest,
which does not constitute an operating interest, as defined in section
614 (b) (3).
Section 615. Exploration expenditures

This section, which is derived from section' 23 (ff) of the 1939
Code, corresponds to section 615 of the House bill.: Under' existing
law, the taxpayer may deduct in the current year expenditures for
mine exploration not in excess of $75,000, paid or incurred by him in
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the taxable year or he may elect to defer any part of such deductible
expenditures and deduct such deferred expenditures ratably as the ores
or minerals benefit are sold. The deduction or election may not be
taken or exercised if in any 4 preceding years, not necessarily consecu-
tive1 the taxpayer (or any individual or corporation who has transferred
a mineral property to the taxpayer under circumstances which require
the application of certain basis provisions of existing law) has taken
the deduction or exercised the election to defer. These basis provi-
sions were modified in the House bill, and conforming changes in
section 615 were made accordingly.

Since your committee has made additional changes in the basis pro-
visions of the House bill, conforming amendments have been made in
this section.
As under existing law, the benefits of a prior election are not avail-

able to a purchaser of a mineral property, and in such cases any
deduction taken or election exercised by the vendor may be disregarded
by the taxpayer in applying the 4-year limitation.
Your committee has increased the amount of exploration expendi-

tures which may be deducted or deferred under section 615 from
$75,000, as provided in existing law and the House bill, to $100,000.
Section 616. Development expenditures :

This section is identical with section 616 of the bill as passed by
the House and is derived from section 23 (cc) of the 1939 Code.
Except for conforming clerical changes, no revision is made in existing
law.

PART II-EXCLUSIONS FROM. GROSS INCOME

Section 621. Payments to encourage exploration, development, and
mining for defense purposes

This section, which is identical with section 621 of the House bill,
corresponds to section 22 (b) (15) of the 1939 Code. No substantive
changes in existing law have been made.

PART III-SALES AND EXCHANGES

Section 631. Gain or loss in the case of timber, coal, or iron, ore
This section corresponds to section 631 of the bill as passed by the

House. Your committee has made substantive changes.
Section 631 (a) of the House bill corresponds to section 117 (k) (1)

of the 1939 Code, which provides that a taxpayer who owns, or has a
contract right to cut, timber may elect upon his return to treat the
cutting of such timber as a sale or exchange thereof.: Section 631 (a)
of the House bill amended existing law to provide that (in case the
taxpayer elects to make this subsection applicable) certain expendi-
tures of the taxpayer allocable to the timber cut during the year, and
disallowed as deductions under section 272 (a), shall be added to
the adjusted basis of the timber cut for the purpose of deterring
the gain or loss'to be realizedon account of such cutting of timber.
Section 272 (a) has been eliminated from the bill by your committee,
and the reference to section 272 (a): in section63i() has accordingly
been omitted. The effect of this amendment to the House bill is to
continue section 117 (k) (1) of the 1939 Code.
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Your committee has amended section 631 (a) of the House bill to
provide that for purposes of this subsection and subsection (b), the
term "timber" includes evergreen trees which are more than 6 years
old at tile time severed from the roots and are sold for ornamental
purposes.

Section 631 (b) of the House bill made certain amendments to
section-117 (k) (2) of the 1939 Code, which provides that in the case
of the disposal of timber or coal, held for more than 6 months before
such disposal, by the owner thereof under a contract whereby the
owner retains an economic interest in such timber or coal, the difference
between the amount received for such timber or coal and the adjusted
depletion basis thereof shall be considered as though it wore a gain
or loss, as the case may be, upon the sale of such timber or coal.
Section 631 '(b) of the House bill extends the benefits of section 117
(k) (2) of the 1939 Code, with respect to coal, to any person who owns
an economic interest in the coal in place, including a sublessor.
This section of the House bill also amended existing law by providing

that in determining the gain or loss realized from the disposal of coal
or timber, the expenditures of the owner for which deductions are
disallowed under section 272 (b), attributable to the making and
administering of the contract under which the coal or timber is dis-
posed of, and attributable to the preservation of the economic interest
which such owner retains under the contract, shall be added to the
adjusted depletion basis of the coal or timber disposed of.
Your committee has rearranged section 631 (b) of the House bill by

dividing it into two subsections-subsection (b), which is applicable
to timber, and subsection (c), which is applicable to coal and to iron
ore from deposits in the United States. Section 117 (k) (2) of the
1939 Code has not previously applied to iron ore.

Subsection (b) in effect continues the treatment of section 117 (k)
(2) of the 1939 Code with respect to the disposal of timber with a
retained economic interest, except that your committee has. added a
new provision to the effect that the date of disposal of such timber
shall be deemed to be the date such timber is cut or if payment is
made to the owner before the cutting, the owner may elect to treat
the date of payment as the date of disposal, rather than the date of
the royalty contract, as was held in Springfield Plywood Corp. (15
T. C. 697). The election would be appropriate in a case where the
owner receives an annual miunium royalty payment that entitles
the lessee to cut the timber in a future year, and the timber is actually
cut pursuant to the right so acquired..

In addition a provision has been added defining the term "owner"
as any person who owns an interest in timber, including a sublessor
and a holder of a contract to cut timber.
As noted above, section 631 (b) of the House bill provided that in

determining gain or loss from the disposal of timber; the expenditures
of the owner for which deductions are disallowed under section 272 (b)
should be added to the adjusted basis.of the timber disposed of
Your committee has ornitted this provision from section 613 (b) im
view of the fact that section 272 of the House bill has, been amended
so as tomake it inmapplicable-itotiber. The effect of this change is
to restore the rule of existing law with respect to such expenditures.

Subsection (c) of section 631 as amended by your committee cor-
responds to section 117 (k) (2) of the 1939 Code with respect to coal,
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and extends the benefits of section 117 (k) (2)to iron ore from deposits
in the United States. With this one exception, no substantive change
has been made in the treatmentV provided under the House bill. Sub-
section (c) provides that in the case of tiedisposal of coal (including
lignite), or iron ore from- deposits in the United States, held frt more
than 6 months'before such disposal, by the owner thereof under any
form of contract by virtue of which such owner retains an economic
interest in such coal or iron ore, the difference between the amount
realized from the disposal of -such coal or iron ore and the adjusted
depletion basis thereof plus the' deductions disallowed for the taxable
year under section 272 shall be considered as though it were a gain
or loss, as the case may be, on the sale of such coAl or iron ore. For
a description of the expenditures disallowed as 'deductions by section
272, see the corresponding section of this report.

Section 63i (c) continues the provision of the Houtse bill that (in the
case of coal) the word "owner" means any person who owns an
economic interest in coal or iron ore in place, including a sublessor,
and extends it to iron ore froi deposits within the United States. An
owner of coal oriron ore entitled to the benefits of section 631 (c) shall
not, of course, be entitled to the allowance for percentage depletion 'in
section 613, with respect to such coal or iron ore. Under section 631
(c) the rule of existing law that the date of disposal of 'coal shall be
deemed to be the date such coal is mined is extended to iron ore to
which this section applies.
Section 632. Sale of oil or gas properties
This section is identical with section 632 of the House bill which

corresponds to section 105 of the 1939 Code. Except for conforming
clerical changes no revision is made in existing law.

SUBCHAPTER J-ESTATES, TRUSTS, BENEFICIARIES, AND
DECEDENTS

PART I-ESTATES, TRUsrs, AND BENEFICIARIES

This subchapter is divided into two parts. Part I deals with the
taxation of income of trusts and estates and their beneficiaries.
Part II deals with the taxation of income received in respect of
decedents. In general, the statutory provisions of this subchapter
correspond to supplement E and section 126 of the 1939 Code how-
ever, the provisions dealing with employees' trusts (sec. 165, I. R. C.)
and common trust funds (sec. 169, I. R. C.) are excluded from this
subchapter and treated in subchapter F (Exempt Organizations) and
subchapter H (Banking Institutions) respectively.
SUBPART A-GENERAL RULES FOR TAXATION OF ESTATES AND

TRUSTS

Section 641. Imposiion ofta'
This section is identical with section 641 of the Hous' bill.
This section corresponds to section 161 of thel 1939 Code and pro-

vides that the normal and surtaxes imposed by chapter I upon indi-
viduals shall apply to the taxable income of estates and to the taxable
income of any kind of property held in trust.
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The several classes of income enumerated in paragraphs (1) though
(4) of subsection (a) are carried over from section 161 and are illustra-
tive of estate and trust income dealt with in this subchapter; the classi-
fication does not exclude other types of estate and trust income which
may fall within the purview of this subchapter. A guardian, whether
of an infant or other person is a fiduciary and, as such, must file a
return and pay the tax for his ward; however the estate of a ward
is not a separate taxable entity as is a trust or the estate of a deceased
person.
The determination of whether a trust has terminated so that the

provisions of this subchapter no longer apply depends upon whether
the property held in trust has been distributed to the persons en-
titled to succeed to the property upon termination of the trust
rather than upon the technicality of whether or not the, trustee has
rendered his final accounting. In the case of estates, the period of
administration or settlement is the period actually required by the
administrator or executor to perform the ordinary duties of adminis-
tration, such as the collection of assets and the payment of debts,
legacies~ and bequests, whether this period is longer or shorter than
the period specified under local law for the settlement of estates;
Thus, where an executor, who is also named as trustee under the will,
fails to obtain his discharge as executor, the period of administration
only continues until the time the duties of administration are complete
and he actually assumes his duties as trustee, whether or not pursuant
to a court order. No distinctions in treatment are made between
testamentary trusts and inter vivos trusts. The mere passing of
property to an executor or administrator on the death of the decedent
does not constitute a taxable realization of income even though the
property may have appreciated in value since the decedent acquired it.

Except as noted in the following sections of part I, the taxable
income of an estate or trust is computed in the same manner as that
of an individual. The tax imposed on the taxable income of the
estate or trust must be paid by the fiduciary. However, where the
grantor is treated as the substantial owner, under subpart E, of any
portion of the property held in trust by reason of his powers of domin-
ion and control over the trust property, as to that portion the gross
income therefrom must be included in the gross income of the grantor
and there shall be allowed to the grantor the items of statutory deduc-
tions and credits attributable to such income to which he would have
been entitled had the trust not been created. The same principles
apply where a person other than the grantor is treated under subpart
E as the substantial owner of any portion of the trust property.
Section 642. Special rules for credits and deductions

This section corresponds to section 642 of the House bill, except for
changes in paragraph (3) of subsection (a) and the addition of a new
subsection (h).

This section provides special rules for allowing certain deductions
to an estate or trust in computing its taxable income and for limiting
the credits against tax allowed to an estate or trust.
An estate or trust-is allowed a credit against tax for partially tax-

exempt interest, included in gross income of the estate or trustin the
same manner as an individual except that the credit is allowed only.
in respect of so much of the interest- as is not includible' in the gtoss
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income of any beneficiary of the estate or trust. This credit is com-
parable to that provided in section 163 of the 1939 Code.

Similarly, an estate or trust is allowed the credit against tax pro-
vided by section 901 but only in respect of so much of the taxes
described in that section as are not properly allocable under that sec-
tion to the beneficiaries of thi estate or trust. This allowance of the
foreign tax credit to estates and trusts corresponds to that contained
in section 168 of the 1939 Code.
An estate or trust is allowed a credit against tax for any dividends

received by the trust or estate :(to tile extent the credit is allowed
under section 34) but the credit is allowed only in rep'iect'of so much
of the dividends as is not properly allocable to any beneficiary, Thus,
if a trust is required Uo distribute all of its income currenfitly and so
distributes to beneficiary A the dividends it receives for' the taxable
year, beneficiary A, and not the trust, will be entitled tfo the dividends
received credit. Your committee has added a provision for deter-
mining the time of receipt of dividends for purposes of sections 34 and
116 where a beneficiary is deemed to have received an allocable por-
tion of dividends under section 652 or 662. For eam.nple, if a trust
receives quarterly dividends on AMarch 1, June l, September i, and
December 1, of 1955, and beneficiary A is deemed under section 662
to have received one-third of the dividend income for: the calendar year
1955, A will be deemed 'to have received one-third of each qiharterly
dividend received by the trust, for purposes of determining the time
of receipt, both for the dividend exclusion provided in section 116 and
the dividend credit provided in section 34...

Subsection (b) provides that, in lieu of the deduction for personal
exemptions allowed to an individual, there shall be allowed tie follow-
ing deductions: Estates, $600; trusts,which are required to distribute
all of their income currently, $300; all other trusts, $100. This sub-
section corresponds to section 163 (a) (1) of the 1939 Cbde btitincre'aes
the exemption from $100 to $300 in cases of trusts required to dis-
tribute all of their income currently. Under section 163 (a)(1) of the
1939 Code the exemption was provided by means of a credit against
net income whereas, in conformity with the changes made in section
211 for treatment of personal exemptions, the exemption accorded
estates and' trusts is a deduction from gross income. To be entitled to
the $300 deduction, a trust must be required, by the;terms of its gov-
erning instrument, to distribute all of ies income currently. Income in
this context means the amount of income of the trust for its taxable
year 'determined under the 'terms of its governing instrument and ap-
plicable local law. Thus, the deduction may offset small amounts of
capital gains which are indltdible in the gross income of the trust but
which, for purposes of the fiduciary's'coitnthig,! , allceable to the
trust corpus.' For purposes of the $300 deduction, it is not material
that a trust which is required to distribute all of it income currently
also makes a distribution of c Urpus which disqualifies it in that year
from treatment under' the provisions of subpartB.;
Except as provided m section 681 (relat ' to prohibited transac-

tions, improper accumulations, and so' forth), a trust or estate is
allowed an iunliited deduction for charitable contribution.and is not
subject to the iit Unmpod onpSeont c^aritabl contribMtio of
individuals. Subsection (c) thus 'provideA that (a estate or. t
may deduct any amount of its gross income, without limitation,
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which purstiant to the terms of the governing instrument is paid
or p)ermaneintly set aside for the purposes and in the manner specified
in section 170 (relating to charitable, and so forth, contributions and
gifts) or which is to be used exclusively for religious, charitable,
scientific, literary, or educational purposes, or for the prevention of
cruelty to children or animals, or for the establishment, acquisition,maintenance or operation of a public cemetery not operated for profit.
This provision is comparable to section 162 (a) of the 1939 Code. The
deduction under this subsection does not apply in the case of trusts
treated under subpart B since a trust which is entitled to a deduction
under this subsection is specifically excluded from the provisions of
subpart B. If the estate or trust pays, permanently sets aside, or
uses any amount of its income for thie purposes specified in this sub-
section and such amount includes any items of trust income not
entering into the gross income of the estate or trust, the deduction
under this subsection is limited to the gross income so paid, perma-
nently set aside or used. In determining whether such amounts
include items of trust. income not included in gross income, the
amounts shall (in the absence of specific provisions in the governing
instrument) be deemed to consist of the same proportion of each class
of items of income entering into the trust income as the total of each
class bears to the total of all classes.
The benefit of the net operating loss deduction provided in section

172 is allowed to estates and trusts under regulations prescribed by
the Secretary or his delegate. This provision is comparable to section
170 of the 1939 Code.
An (estate or trust is allowed the deductions for depreciation and

depletion only to the extent that these deductions are not allowable
to beneficiaries. Under section 167 (g) and section 611, the allowable
deductions foi depreciation and depletion are apportioned between
the income beneficiaries and the fiduciary in accordance with the
pertinent provisions of the governing instrument or, in the absence of
such provisions, on the basis of the trust income allocable'to each.
Under the amendments made by your committee to sections 167 and
611 of the House bill, the allowable deductions for depreciation and
depletion are apportioned between an estate and its heirs, legatees,
or devisees in accor(lance with the pertinent provisions of the govern-
ing instrument or, in the absence of such provisions on the basis of
the income of the estate allocable to each.
The benefit of the deductions for amniortization of emergency and

grain-storage facilities is allowed to estates and trusts in the same
manner as individuals but is apportioned between the income bene-
ficiaries and the fiduciary under regulations. This provision is com-
parable to section 172 of the 1939 Code in the case of amortization
of emergency and grain storage facilities.
Amounts which are allowable as deductions under the estate tax in

computing the taxable estate of a decedent rhay not be allowed as a
deduction in computing th6e taxable income of the decedent's estate
unless a waiver of the right to claim the deductions for estate-tax pur-
poses is filed pursuant to regulations. This provision does not apply,however , to any deduction allowable in connection with income in
respect of a decedent. Subsection (g) is thus comparable to section
162 (e) of the 1939 Code.
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Your committee has added a new subsection (h) which makes
available to beneficiaries succeeding to the property from an estate
or trust on termination any unused capital loss or net operating loss
carryover or any deductions in excess of gross income for the last
taxable year. This provision is comparable to section 662 (d) of the
House bill, except that it limits the amount of deductions in excess
of gross income which are made available to the beneficiaries to the
deductions allowable in the final taxable year of the estate or trust.
In the computation of such excess, the deduction allowed under sub-
section (b) for personal exemption and the deduction allowed under
subsection (c) for amounts paid or permanently set aside for charitable
purposes are not taken into account.
Section 6X4. Definitions applicable to subparts A, B, 0, and D

This section corresponds to section 643 of the House bill, except for
certain changes made in subsection (a) (3) and (4) and subsection (b).

This section contains the definitions of certain terms used in sub-
parts A, B, C, and D.

Subsection (a) defines the term "distributable net income" to mean
the taxable income of the estate or trust with certain modifications.
This concept of distributable net income serves the general purposes
of limiting the additional deductions allowed to estates and trusts
(under sections 651 and 661) for amounts paid, credited, or required
to be distributed to beneficiaries and also of determining how much
of an amount distributed or required to be distributed toa beneficiary
will be taxed to him. In effect, the concept of distributable net income
gives statutory expression to the principle underlying the taxation of
estates and trusts, that is, that these separate taxable entities are only
conduits through which income flows to the beneficiaries except where
income is accumulated by the estate or trust for future distribution.
Since the distributable net income concept is used to determine the
character of amounts distributed to a beneficiary, it is necessary to
adjust the taxable income of the estate or trust by adding to it items
of trust income which are not includible in the gross income of the
estate or trust but which may nevertheless be available for distribution
to the beneficiaries.
In computing distributable net income, the additional deduction

allowed to an estate or trust fc'z amounts paid, credited, or required
to be distributed to beneficiaries is not taken into account. Similarly,
the deduction for personal exemption allowed to an estate or trust
under section 642 (b) is not taken into account. The benefit of these
deductions is thus restricted to the estate or tiAst.
Your committee 'made certain technical changes in the treatment of

capital gains and losses in computing: distributable net income. To
the extent that gains from the salp or exchange of capital assets are
allocated to corpus and are not (A) paid or credited to any beneficiary
during the taxable year, or (B) paid, permanently set aside, or to be
used for the purposes specified im section 642 (c) '(charitable deduc-
tion), they are excluded from the computation ofdistributable net
income. The effect of this modification is to tax capital gains to0the
estate or trust where the gains must: be or are added to principal.
However where the gains are actually distributed to beneficiaries
during the taxable year-for example, in the year of termination
of the trust-then the gains are included minthe computation of
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distributable net income. Similarly, if capital gains are paid, per-
manently set aside, or to be used for the purposes specified in section
642 (c) so that a charitable deduction is allowed under that section
in respect of the gains, they must be included in the computation
of distributable net income. Losses from the sale or exchange of
capital assets are excluded from the computation of distributable
net income except to the extent that they enter into the determina-
tion of any net capital gains' that are paid credited, or required to
be distributed to a beneficiary. The deduction for capital gains
provided in section 1202 is not taken into account in computing
distributable net income. If capital gains are accumulated, and thus
excluded from the computation of distributable net income, the
deduction undersection 1202 is available only to the estate or trust.
On the other hand if capital gains are distributed to a beneficiary,
they retain their character in the hands of the beneficiary and he
becomes entitled to the deduction under section 1202 in respect of
the gains.
For purposes only of subpart B (relating to trusts which distribute

current income only) distributable netincome is computed without
regard to items of gross income constituting extraordinary dividends
or taxable stock dividends which the fiduciary, acting in good faith,
deems to be allocable to corpus. For example, if a trust instrument
should provide that only dividends paid out of corporate earni-ig'
accumulated or earned subsequent to the creation of the trust wourd
be available for distribution to the income beneficiaries and that all
other dividends should be accumulated for the remaindermen, any
dividends which the trustee determines, in good faitht to be allocable
to corpus must be excluded from distributable net income for pur-
poses of subpart B. This provision is similar to the House bill,
except that your committee deleted the word "cash" so that the
provision will be applicable to dividends paid in kind, such as
dividends of stock of other corporations, as well as to cash dividends.
There must be included in the computation of distributable net

income the amount of any interest on governmental obligations which
is exempt from tax under section 103, reduced by any disbursements
allocable to such interest which are made nondeductible by section 265.

In the case of a foreign trust, there must be included in the compu-
tation of distributable net income the amount of gross income from
sources outside the United States, reduced by any disbursements allo-
cable to such income which are made nondeductible by section 265.

Distributable net income must also include the amount of any
dividends received by the estate or trust which are excluded from
gross income by section 116. Thus, if in the calendar year 1955 the
estate or trust excludes the first $100 of dividends received in that
year, the $100 so excluded must be taken into account in computing
distributable net income.

If the estate or trust is allowed a deduction under section 642 (c)
for charitable, etc., gifts and contributions) the items of exempt
income, which are included in the computation of distributable net
income, must be reduced to the extent that such items of trust income
have been paid, permanently set aside or are to be used for the char-
itable, etc., purposes specified in section '642 (c). .In determining
whether amounts of trust income which have been paid, permanently
set aside, or are to be used for charitable, etc., purposes include items
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of tax-exempt income such amounts are deemed to consist of the same
proportion of each class of items entering into the computation of
trust income for trust accounting purposes as the total of each class
bears to the total of all classes of trust income .

Subsection (b) provides that the term "income" when used in sub-
parts A, B, 0, and D and when not preceded by the words, "taxable,"
distributablee net," "undistributed net," or "gross" means the income
of the estate or trust as determined under its governing instrument
and the applicable local law. This definition eliminates the difficulty
occasioned in section 162 of the 1939 Code where the term "income"
was used in certain contexts to mean "gross income" and in others to
mean income for fiduciary accounting purposes. Conforming with the
change made in subsection (a) (3), your committee deleted, the word
"cash" from the phrase "extraordinary cash dividends." Thus, items
of gross income constituting extraordinary dividends or taxable stock
dividends which the fiduciary in good faith determines to be allocable
to corpus are nor, considered income for purposes of subparts A, B, C,
and D.

Subsection (c) provides that the term beneficiary includes an heir,
devisee, or legatee.
SUBPART B-TRUSTS WHICH DISTRIBUTE CURRENT INCOME ONLY
Section 651. Deduction for trusts distributing current income only
This section is identical to section 651 of the House'bill..
This section provides an additional deduction for the amount of

trust income for the taxable year which. is required to be distributed
currently. The section is applicable only to a trust which. for every
year, under the terms of its governing instrument, (1) is required to dis-
tribute all of its income currently, and (2) does not provide that any
amounts are to be paid, permanently set aside or used for the chari-
table, etc., purposes specified in section 642 (c). Even where a trust
meets both of the above requirements, it does not qualify for treatment
under this section in any taxable year in which it distributes amounts
other than amounts of income which is required to be distributed
currently. For example, a.trust which is required to distribute all of
its income currently will not be treated under this subpart in any
year in which it makes distributions of corpus. Similarly in the year
of termination such a trust would not qualify under tis subpart.
The determination of whether trust income is required to be distrib-
uted currently depends upon the, terms of the governing instrument
and the applicable local law. The fiduciary.must be under a duty to
distribute the income currently even.if, as a matter of practical
necessity, the income is not distributed 'until after the close of
the trust's taxable year. To illustrate, assume that a ,trust, the
terms of which require all of its income to be distributed currently,
has $10,000income for the calendar year 19556, of which $2,500,repre
sents income collected in December that tbe trustee pays to its sole
beneficiary A in March and April 1956. The trust would be entitled to
a deduction under this section of $10,000 for-. its taxable year.1955
(assuming, for, this purpose, that the limitations of subsection (b) dQ
not apply) and beneficiary A (also on the calendar year basis) would
be required to include $10,000 in. gross income for. 1955. If :n 1956
the trust again has $10,000 of income but distributes income received
in the last part of its year early in the following year, the trust will
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be taxed in the same manner as in 1955. Tlio distributions of 1955
income in March and April 1956 (lo not disqualify the trust from
treatment under subpart B in 1956 since these post-year-end dlistri-
butions are distributions of income that is required to be distributed
currently-i. e., income to which the beneficiary was entitled in 1955
as income required to be distributed currently, and as to which he was
taxable for such prior year.

Subsection (b) provides a limitation on the deduction otherwise
allowed to a trust under subsection (a). If the amount of income
required to be distributedl currently exceeds the distributable net
income of the trust for the taxable year, the deduction is limited to
the amount of the distributable net income. This limitation is neces-
sary because the tax imposed on the beneficiaries with respect to the
income required to be distributed currently to them is limited to the
distributable net income of the trust. Thus, if capital gains, taxable
stock dividends, or extraordinary dividends are determined by
the fiduciary to boe allocable to corpus, the trust rather than the bene-
ficiary will be taxed on such items of gross income. For purposes of
determining this limitation on tile deduction, distributable net income
is computed without regard to items of trust income (and tlhe deduc-
tions allocable thereto) which are not included in the gross income of
the trust. In effect, this means that distributable net income is com-
puted for this purpose without the modifications specified in para-
graphs (5), (6), and (7) of section 643 (a). Thus.the trust will not be
permitted a deduction for distributions of trust income to tlhe extent
that the distributions represent items of income not included in the
gross income of the trust.
Section 662. Inclusion of amounts in qross income of beneficiaries of

trust distributing current income only
This section is identical with section 652 of theo House bill.
This section provides that. the beneficiaries of a trust which is

required to distribute all of its income currently are taxed on the
amounts of income required to be distributed to then, whether
distributed or not; however, if such amount exceeds the distributa1bl
net income of the trust, each beneficiary is taxed only oi his propor-
tionate share of the distributable net income. The proportionate
share of each beneficiary is determined by- taking the same fractional
part of distributable net income as the amount of trust income required
to be distributed to the beneficiary bears to the trust indinie'required
to be distribu-ted to all beneficiaries.: Thei effect of this limitationi
is to give the beneficiary nthebenefit of certain statutory deductions,
such as trist.ees' commissions allocable to corpus, WiVhiah arei allowed
to a trust under the 1939 Code but wlhichniiay be' wasted because the
trust distributes all itsiTcooie arid thus has addictions in ece6s of
gross income. Also, thie limitation insu-res that the beneficiary will
not be taxed on certain distributions to hini that'irepise6i/it inco/ne
under the local law applicable to trusts but that :are nbt regarded as
income to the trust for Federal income-tax purposes, Under certain
decisions of existing law, a beneficiary has been held taxable on his
distributable share of proceeds received by a trust' from a'dafatuted
mortgage even though the total proceeds were less than the principal
of the mortgage debt, and the trust this realized nh grosy income
(Johnston v. Helvering, 141 F. 2d 208, 2d Cir. 1944, cert. den., 323 U. S.
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715 (1945)). Simniiay', the receipt by a behoficiary of a stock dividend
that was not taxable in'the hands of the trust was determined to be
a taxable;distilbutidnin mMeCullough v. Conrhininoner ((153 F. 2d 346)
2d Cir. (1946)). Although'similar Yesults may or may not be reached
in other cases, the limitation'of this section should insure that such a
construction will not' arise in cases where the new' provisions of this
part are applicable and will preserve the conduit principle in'this area.

Subsection (b) provides that the amounts which are determined
under subsection (a) to be includible in the gross income' of the'bene-
ficary shall have character in the;hands of, the beneficiary
as in the hands of the trust.' If the beneficiary's proportionate share
of distributable net income '(as determined under subsection (a)) in-
cludes items of tax-exempt income, such as ta'-exempt interest, such
exempt income maintains its character in his hands 'and: is therefore
excluded from his gross income'. However, ifthe beneficiary's -pro-
portionate share of distributable net income includes items of foreign
income from a foreign trust, such items of foreign income will retain
their character but will be taxable to the beneficiary depending upon
his taxable status with respect to su-ch items. Similarly, the samhe
conduit concept is utilized in determining whether the 'amount in-
cludible in the gross income of the beneficiary (under subsection (a))
is composed of dividends as to which 'the beneficiary will be entitled
to a dividends received credit under section' 34 or is composed of
capital gains as to which he will be taxed at capital' gains rates rather
than 'at ordinary income rates. Unless the term of the governinginstrument specifically allocate different' classes of income to different
beneficiaries, the character of the amoUnts includible in 'each bene-
ficiary's gross income' 'nder subbction (a)' is'dete'rmined by' treating
each'such amount as 'consisting of the same proportion of ea6h 'class of
items entering into the computation of distributable net income as
the total of each class bears to the total distributable net income. In
the application of thi 'ratio the items of deduction of the trust that
enter into the computation' of distributable hiet income are to be
allocated 'among the items of distributable net income in accordance
with regulations .;

Subsection (c) provides that if the taxable year of a beneficia ':is
different from that bof the trust, the' amount 'Wich' the befefi'itAry
must include in gross income" pursuant to stibse(tiois'(a)Jand (b)
shall be based upon the trust income for any year or years ending
with or.within the beneficiary'si taxable year. This provision is com-
parable to section 164 of the 1939 Code,:
SUBPART C-ESTATES AND TRUSTS WHICH. MAY ACCUMULATE

INCOME OR WItCH DISTRIBUT At6PUS
Section 661. Dedictiin for estates and thUsis accumuldtitng income or

ditributing corpus / : ; ' . ; , t
This section corr ponds tosecti-n 661 of the House bill except fora technical change i subsebtion ().'i i .
This'set6ion (subject to' the liitnsii discussedbel16) al6s:anadditional d3eductiof to eMit~s otrusts for aniounit paidicdite'd or

requreed '6.bo distibuted 'tA' eneficiaris, Th section is applicablee
to aalestsn att her than' those whichh, 'tor thi taxafible
year, qualify under subpart B.

48599*-B4- 28
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A deduction is allowed under subsection (a) for the sum of (1) any
amount of trust income for the taxable year which is required to be
distributed currently (including an annuity payable out of income or
corpus, to the extent that it is paid out of income) and (2) any other
amounts paid, credited, or required to be distributed for the taxable
year; however, the deduction allowed under this section may not
exceed the distributable net income of the estate or trust for its
taxable year.

Subsection (b) provides that the amount determined under sub-
section (a) is to be treated as consisting of the same proportion of each
class of items entering into the computation of distributable net
income as the total of each class bears to the total distributable net
income. Thus, if there is trust inc-ome of $100,000 composed of
$50,000 of taxable income and $50,000 of tax-exempt income and the
distributable net income is $98,000, then the amount determined
under subsection (a) would be treated as consisting of the same
proportions of taxable and tax-exempt income as each bears to the
distributable net income. In the application of this ratio, the items
of deduction which enter into the computation of distributable net
income are to be allocated among the items of distributable net
income in accordance with regulations prescribed by the Secretary or
his delegate. Assuming in the above example that the trust has
$2,000 of deductions, one-half of which is attributable to taxable and
one-half to tax-exempt income, and that the trust distributes all of
its income, then the amount determined under subsection (a) would
be deemed composed of $49,000 of taxable and $49,000 of tax-exempt
income. To conform to the character rule in section 662 (b) your
committee has added a clause providing that the allocation rule set
forth in this subsection will apply only in the absence of specific pro.
visions for allocation for different classes of income in the governing
instrument.

Subsection (c) provides that the estate or trust is not allowed a
deduction for distributable amounts to the extent that those amounts
are composed of items of distributable net income not included in the
gross income of the estate or trust. Thus, in the example contained
in the preceding paragraph, the deduction allowed to the trust would
be limited to $49,000, since the remaining portion ($49,000) of the
distributable net income is deemed to consist of tax-exempt income.
Section 662. Inclusion of amounts in gross income of beneficiaries of

estates and trusts accumulating income or distributing corpus
This section corresponds to section 661 of the House bill, except that

subsection (d) is omitted,
The provisions of this section (taken toge theirwith ihe provisions

of sec. 663 and subpart D) determine the extent to which beneficiaries
of estates and trusts are taxable with respect to distributions either
made or required to be made to them. The section applies to bene-
ficiaries of estates and to beneficiaries of trusts other than those
which, for the taxable year, qualify under subpart B.

Subsection (a) provides that the beneficiary of an estate or trust
described in section 661 must include in gross income any amounts
paid, credited, or required to be distributed to him for the taxable
year of the estate or trust; however, the amount so includible may not
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exceed the beneficiary's proportionate share of the distributable net
income. The effect of limiting the taxation of a ibeneficiary.,to his
proportionate share of the distributable net income is to preserve the
conduit principle by providing that all distributions (or amounts
required to be distributed) from an estate or trust w ll be taxable
but not to an extent in excess of, the taxable income of the ;estate or
trust (computed without regard to the deductions for distributions and
for personal exemptions and without inclusion of capital gains al-
locable to corpus). It is thus possible largely' to avoid the necessity
for tracing of income which exists generally under existing law. In-
stead of determining whether a particular distribution represents
amounts of current or accumulated trust income, this revision, broadly
speaking, provides that any distribution is considered a distribution of
the trust or estate's current income to the extent of its taxable income
for the year. This principle is similar to the determination of whether
a dividend has been distributed, i. e., thatevery distribution made by
a corporation is deemed to be out of earnings and profits to the extent
thereof and from the most recently accumulated earnings and profits.

In determining what constitutes P beneficiary's proportionate share
of the distributable net income of the estate or trust, this section estab-
lishes an order of priority. Under paragraph (1) a beneficiary is re-
quired to include in gross income the amount of any income of the
estate or trust which is required to be distributed to him currently,
whether or not the income is actually distributed to him. For this
purpose income is determined under:-the governing instrument and
the applicable local law. Included within the provisions of this para-
graph is an annuity which is required to bepaid at all events (either
out of income or corpus) but only to the extent that it is satisfied out
of income. If the income of, the estate or trust which is required to
be distributed currently exceeds the distributable .net, income (com-
puted, for this purpose, without the charitable deduction allowed by
sec. 642 (c)),. then each beneficiary of such income, instead of being
taxed on- the income required to be distributed to him/,is taxed only
upon his proportionate part of the distributable net income. This is
determined by attributing to him the same fractional part of distribut-
able net income as the amount of trust income required to be dis-
tributed currently to such beneficiary bears to the trust income
required to be distributed currently to all beneficiaries,

If the estate or trust pays, credits, or is required to distribute to
beneficiaries amounts other than income ,which is required to be
distributed currently, paragraph (2) provides that theseqther amounts(subject to the provisions of sec. 663) are imcludible in thle grossmicbme
of the recipient beneficiaries but only to the extent of each beneficiary'
proportionate share of the distributable net income (reducegl by the
amount of any, income required to be distributed ,currently). The
effect of the latterreduction is Do insure (except,as otheriseprovided-
in subpart D) that recipients of other distributions are subject to tax
on such distributions]. only; if the :amount .of incomerequired,'to be
distributed currently fails to exhaust the distributable net income of
the estate or trust. The beneficiary'`Sprop-ortionate, sre of tih dis
tributable net income (as thus r.ducei). is determined bY, tking, th
same fractional part of such distributable nest income (as thus,reduced)
as the other amounts paid credited, or required, to, ;e strbuted tos
him to bear to the total o their amounts paid, credited, or required
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to be' distributed to all beneficiaries. In this connection, an annuity
which is required to be paid at all events but which is payable only
out of corpus is treated as an "other amount * * * required to be
distributed."

Although subsection (a) provides for the inclusion of amounts in
the gross income of the bencficia-fies to the extent of distributable net
income of the estate or trust, its provisions are subject' to the rules
prescribed in subsection (b) which affirms that the amounts shall have
tlhe same character in tlihe hands of the beneficiary as in the hands of
the estate or trust. Thus, to the extent that the beneficiary's pro-
portionate share of d(istributable net income (as determined under
subsec. (a)) is deemed to consist of tax-exempt income, he will not be
required to include' such portion in gross income. The conduit rule
expressed in subsection (b) likewise enables the beneficiary to deter-
mine to what extent his proportionate share of distributable net
income is deemed to be composed of dividends as to which he will be
entitled to a dividends received credit'against tax or to what extent it
may be deemed composed of distributable capital gains as to which he
will be taxable at capital gains rates. Furthermore, nonresident aliens
will not be subject to tax on income from foreign sources to the extent
deemed distributed. Unless the terms of the governing instrument
specifically allocate different classes of income to different beneficiaries,
the amounts determined as includible in the gross income of the
beneficiary under subsection (a) are to be treated as consisting of
the same proportion of each class of items entering into the com-
putation of distributable net income as the total of each class bears
to the total distributable net income. In the application of this
ratio, the items of deduction which enter into the computation of
distributable net income (including the charitablee deduction allowed
under sec. 642 (c)) are to be allocated among the items of distributable
net income in accordance with regulations.

Subsection- (b) also provides that in its application to an amount
determined under paragraph (1)'of subsection (a), distributable net
income is to be computed without regard to any portion of a charitable
deduction allowed under section 642 (c) which is not attributable to
income of the taxable year. For example assume a trust provides
that one-half of its income must be distributed currently to bene-
ficiary A, and that the triiustee in his discretion may either (1) accumu-
late the other one-half for beneficiaries B or C, (2) distribute such
income to designated charities currently or (3) accumulate such income
and pay the accumulations to the designated charities in subsequent
years. If thethrust for its taxable year has $40,000 of taxable income
and $106000 of tax-exempt income and the trustee distributes $25,000
to A and $50,000 to charity X (consisting of both current and accumu-
lated income), distributable net income is $25,000 (the charitable de-
duction, for this purpose, being taken into account only to the extent
of $25,000) and under the conduit rule of subsection (b) only $20,000
of the amount distributable to A is deemed to be taxable income in his
hands.

Subsection (c) provides that if the taxable year of a beneficiary is
different from that of the estate or trust, the amounts includible in
the beneficiary's income under this section is to be based on the
distributable net income of the estate or trust and on the amounts
paid, credited, or required to be distributed to the beneficiary for
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any taxable year or years of the estate or trust that ends within or
with his taxable year.

EXAMPLE OF THE APPLICATION OF SUBPART 0

To illustrate the 'operation of subpart 0 assume the following case:
The terms of a testamentary trust require that one-half of the trust

income be distributed currently to the grantor's wife for her life.- The
remaining trust income, in the trustee's discretion may either be paid
to the grantor's daughter, paid to designated charities, or accumulated.
The trust is to terminate at the death of the grantor's wife and the
principal will then be payable to the daughter. Under the applicable
local law, capital. gains realized by the trust are. allocable to the prin-
cipal account. The records of the fiduciary show the following for
calendar year 1954:
Income froi:nren.ts.- -------.. -. ---------- .. $50, 000
Income from dividends of domestic corporations ---------------- 60, 000
Tax-exempt int r'6st on mu{nicillpal nd-- ..---------------------- 20, 000
Partially tax-exeinpt interest on United States bonds--------------- 10, 000
Capital gains (lohg'tcrtn) in excess of capital losses-----------------. 20, 000
Depreeiation on buldings-- --------------------- ------------ 10, 000
Administrative expenses and local taxes attributable to rental Income.. 15, 000
Administrative disbursements and trustee's commissions allocable to tax-
exempt interest------------------------------------------ , 000

Other trustee's commniss.ons allocable to' income account- --- 2, 200
Other trustee's commissions allowable to principal account -------- 1,100
On the basis of the above, the triist: income ffor'trust accounting

purposes for 1954 is $111,800, consisting of 'all the above-items' except
capital gains, depreciation, and other' tristde's.comriiissions allocable
to principal account. The trustee distributes ofie-half of the trust
income ($55,900) ito ;the wife, and 'iiilaes discretionary distributions
of one-quarterof the' inconie '($27,950)5.to charity X and the r6main-
ing one-quarter :($27,O) to the dnughlr.'
Under scti0oh 661 (a)t, e trusftis allowed an additional deduction

for its dist.iibutiois compntied in the followingniainer:
TIhe'sum' of (1) income required to be-distributed currently

and '(2)' other amounts properly paid -`or credited is $83 850
($55,900'+$27,950).; The amount distributed to 'charity X is
not takenh inito ;accouiht since it is allowed 'as a deduction uihder
section 642 (c) to the extent that such amounts are included in
gross income of the trust. .

It is necessary undet section 661 (a)' to determine whether the
sum of thle 'amouilfitsdescribed in' paragraiphs (i) and '(2) of such
section-here $83;850-xceids.''dlttt'ii'tnblene'ificoe6: Dis-
tributable net in'coni 1is 'taxiablo ihncoie coinp t:'d'with6it the
deductions for distHbuiioniband: for "tlhe trust exetptiori aifd
without including 'capital 'gains but including tax-exempt imteret
(reduced by disbursements allocable thereto and byiany portion
of' such interest' atttibu! tabl' totaa charitable distributionn) and
$50 in dividends falling within' 'ectih16.' Thus; distbiitable
net incoime 'would be com &osMd' of $o0,006o rentall' income)'
$50,00o (divid(ends),' $iojoOo (partiallytax-exe.'pt'intebt)yiiid$14,70.(ta ;ei aempt'.terat)'rsdsiced 'b $ 5000(ront;lo ek4
pens' :s):'$2,2I0"0(tfit.;'8 comingission allocabl: t':i')I
$1,100' (triites commissions' allo1&ble 'to corpus) 'lnd' $236510)
charitablee deduction allowed under sec. 642 (c)). The amotit
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of tax-exempt interest includible in distributable net income is
determined by reducing the total tax-exempt interest of $20,000
by the trust disbursements.and trustee's commissions allocable
thereto of $1,000 and by the amount of such interest attributable
to the charitable distribution which is $41300. The latter figure
is the amount which bears the same ratio to the total amount
distributed to the charity ($27,960) as the total tax-exempt
interest of the trust ($20,000) bears to the total of all amounts of
income entering into trust, income ($130,000). The charitable
(deduction of $23,650 is determined by reducing the amount
distributed to charity ($27,9650) to the extent that such amount is
composed of tax-exempt interest ($4,300).

Since distributable net income of $82,750 (os determined above)
is less than the sum of the amounts distributed of $83 850, the
deduction is limited to the distributable net income; however,
section 661 (c) provides that no deduction may be allowed for an
amount determined under section 661 (a) to the extent that it
consists of items of distributable net income which are not in-
eluded in gross income. Here, distributable not income is com-
posed of $14,700 of tax-exempt interest and $50 in dividends
falling within section 116. (Since disbursements and commis-
sions and the portion of the charitable distribution are the only
items allocable to such income in this illustration and have been
taken into account in determining tax-exempt interest, the ex-
penses entering into the computation of distributable net income
are not allocated to tax-exempt interest under the character rule
of subsection (b) ) The allowable deducttion under section 661 (a)
is therefore $68,000 ($82,750--$14,750).

In comnputihigi -tlie taxable income of the trust, the trust has gross
income of $129,950 less total deductions of $120,050 which includes
the following: Expenses and taxes attributable to rental income
($15,000); trustee's commissions allocable to income account ($2,200);
trustee's commissions allocable to principal account ($1,100); char-
itable deduction ($23,650); deduction for capital gains under section
1202 ($10,000); deduction for personal exemption under section 642
(b) ($100). Thus, tho trust is taxable on $9 900.
In computing the amount which is includible in the gross income of

the wife, section 662 (a) (1) provides that the trust income of $55,900
which is required to be distributed to her is includible in her gross
income; however, subsection (b) of section 662 provides that the
amounts determined under subsection (a) shall have the same char-
acter in her hands as in the hands of the trust. In applying the ratio
provided in subsection (b) distributable net income is deemed com-
posed of the following amounts. of each class of income: Rental
income, $22,750; dividends, $37,760; partially tax-exempt interest,
$7550; tax-exempt interst, $14,700.

1The figure for rental income is determined by. reducing the rental
income of $50,000 by the administrative expenses and taxes attribut-
able thereto ($i5,000) as well as by a pro rata share of all other
deductions entering into distributable net income, or 50,000/110,000
of each of such deductions including the charitable deduction.. (Since
the disbursements, commissions, and proportionate share of the
charitable contribution attributable to tax-exempt interest is already
taken into account in determining the amount of tax-exempt interest
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includible in the computation of distributable net income, no; partof
the. trust deductions are allocated to .tax-exempt' income.) The
above amounts for dividends and partially tax-exempt interest are
also determined by allocating to the amount of dividend income and
of partially tax-exempt income a pro rata share of each of the deduc-
tions entering into the computation of dlstributable net income.
Thus, the $55;900 which the wife receives is deemed composed of

$15,368 of rental income (22,750/82,750X$55,900); $25,501 of divi-
dends (37,750/82,750X$55,900); $5,100 of Dartially tax-exempt
interest (7,550/82,750X$55,900); and $9,930 of tax-exempt interest
(14,700/82,750X$55,900). She will therefore exclude $9,930 of the
distribution from gross income and will receive the credits and exclu-
sion for dividends received and for partially tax-exempt interest pro-
vided in sections 34,116, and 35, respectively. In addition, she may
deduct a. share of the depreciation deduction proportionate to the
trust income allocable to her-here, one-half of the total depreciation
deduction or $5.000,.
The amount includible in the gross income of the daughter is

computed in a similar manner under section 662 except that, under
subsection (a) (2), the sum of amount of income required to be dis-
tributed cu'i'icnt.ly aid the -other amounts properly paid, credited, or
required to be distributed ($83,850) exceeds distributable net income
($82,750). Hence, thie amount determined under paragraph (2) of
subsection (a) is $26,850 (distributable net income of $82,750 reduced
by the amount of income required to be distributed currently of
$55,900). In determining the character of this amount, the same
proportions are applied as in the case of the wife so that $7,382 is
deemed to be rental income (22,750/82,750X$26,850); $12,249 of
dividend income (37,750/82,750 X$26,850); $2,450, of partially tax.
exempt interest ($7,650/82,750X$26 850); and $4,770 of tax-exempt
interest (14 700/82,750X$26,850).' Thus, the daughter, will exclude
$4,770 of tie distribution from gross income and will receive the
credits and exclusion for dividends received and for partially tax-
exempt interest provided in sections 34, 116, and 35, respectively. In
addition, she may deduct her proportionate share of the depreciation
deduction or $2,500.
Section 663. Special rules applicable to sections 661 and 662
This section corresponds to section 663 of the House bill but

contains several revisions of those provisions as well as the addition
of two new provisions.

Subsection (a) (i) of your committee's bill is a revision of subsection
(a) and subsection (b) (2) of the House bill. Your committed'ih
provided that a gift or bequest of a specific sum of money or specific
property which is properly paid or credited under th6 terms of the
governing instrument and which is paid or credited to .a beneficiary
either in a lump sum or in not hmore than thiee installments will n'ot
be included as an amount falling within, section 661 or 662. Th9,i
a lump-sum gift or bequest of specific propertyy or of a specific Ot;xoof
money will not be aUowe' as an additional deduction to the estate
or trust under section 661, nor will it be deemed a distfibutio' of
taxable income to the beneficiary under -secton 662 'provided'tit
such gift or bequest is requiired by the specific termof the ill or
trust instrument. Similarly, such a gift or bequest which is paid or
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credited in not more than three installments will be treated in tho
same manner as' lump-sum gift or bequest. However, if the govern-
ing instrument provides that the gift or bequest of specific property
or a specific sum of money is payable only from the income of the
estate or trust, an amount so payable will not be treated as an ex-
cludled gift or bequest under the above rule. For example, a legacy
of $5,000 to beneficiary A would be excluded provided that it was paid
or credited in a lumr) sum or in not more than 3 installments, while a

legacy of $5,000 to A, which was payable only out of tile income of
thle estate, would fall within tlhe provisions of sections 661 and 662.
Similarly, a distribution of $25,000 to beneficiary A, upon his attaining
the age of 25 as provided in the trust instrument, would fall within
the gift exclusion of this subsection; whereas, a distribution to A,
upon his attaining the age of 25, of the accumulated income for the
prior year or yenas of the trust under the terms of tlhe trust instrument,
rwouild( notl)e subject to the gift exclusion whether such amounts were
payal)l only out of accumulated income or were payable either out
of income or corpus.

Subsection (a) (2) corresponds to subsection (b) (3) of the House
bill. It provides tlht any amount paid, permanently set aside, or to
be used for thle purposes specified in section 642 (c) (relating to chari-
table, etc., dedu(lct ions) is excluded from the provisions of sections 661
and 662. For thisipuirpose the deductionprovided in section 642 (c)
is computed without regard to section 68i. Since the estate or trust
is allowed(l a (Ideduction under section 642 (c) for amounts paid, per-
manently set aside, or otherwise qualifying for the deduction provided
in that section, such amounts are not allowed as an ad(litional deduc-
tion for distributions, nor are they treated as amounts distributed for
purposes of section 662 in determining the amounts includible in gross
income of the beneficiaries.

Subsection (b) (1) of tlhe Houie bill has been deleted by your com-
mittee's amen(tdlment. Under the House provision a final distribution
was treated( as an excluded amount butonly"to the extent that such
final distribution did not consist of gross incom oftheof theestate or trust.
Since on termination of an estate or trust the'amount allowed as an
additional dedluction under section 661 and treated' as taxable to the
beneficiary under section 662 is limited to the distributable net income
of the estate or trust for its final taxable year, thle House provision has
little application except as to amounts treated as falling within sec-
tions 661 and( 662 by reason of subpart D. Your committee has
added a specific exception in section 665 in subpart D dealing with
amounts paid or credited to a beneficiary as a final distribution of the
trust. In view of tliis amendment to subpart D, the retention of sub-
section (b) (1) of the House bill appears unnecessary.
Your committee lias added a new provision in paragraph (3) of sub-

section -(a) which will insure that an amount which is paid, credited,
or distributed in the taxable year will not be treated as an amount
falling within section 661 or 662 if section 651 or 661 applied to such
amount for a prior taxable year because such amount was credited or
required to bo distributed in the prior year. For example, if an
amount is required to be distributed currently by a trust to beneficiary
A in 1955 but is not, in fact, distributed until 1956 (both the trust
and A being on a calendar year basis), the amount will be treated under
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sections 651 and 652 for 1955 when it is required to be distributed
instead of under sections 661 and 662 in 1956 when it is, in fact, dis.
tributed.

Subsections (b) and (c) also represent additional provisions to the
House bill added by your committee.
Under subsection (b) the fiduciary of a trust may elect to treat dis-

tributions within the first 65 days of the taxable year of the trust as
amounts which were paid or credited on the last,day of the preceding
taxable year. The election is only available if the trust was created
prior to January 1, 1954, and if the terms of the trust instrument pro-
vide that the trust may not distribute in any taxable year amounts in
excess of the trust income for the immediately preceding taxable year.
The election is only applicable to the first taxable year of the trust
to which the new provisions of this part apply and must be made not
later than the time prescribed by law for filing the return for such
year (including extensions of time for filing the return). Once made,
the election is irrevocable with respect to all subsequent taxable years.
It applies not only to the amount allowable as an additional deduction
to the trust under section 661, but also to the amount treated as tax-
able to the recipient beneficiary under section 662.

Subsection (c) is alho applicable only to trusts. It provides that in
the case of a single trust having more than one beneficiary, if the share
of one or more of the beneficiaries is to be treated under the' trust
instrument as a substantially separate and independent share (and
is so administered by'the fiduciary), then, for purposes'of determining
the amount of distributable net income.inthe application of sections
661 and 662, each such separate share'shall be deemed a separate
trust. The determination of when a trust is regarded as having sub-
stantially separate and independent shares within the meaning of
this provision and the manner in which such separate shares are to
be treated as separate trusts is left to regulations to be prescribed by
the Secretary or his delegate. The effect of this provision is- to pre-
vent a beneficiary from being subjected to tax on a distribution which
represents a corpus distribution as to him but which would, except
for this provision, be treated as a taxable 'distribution, since the trust
income is being accumulated for another beneficiary to whom it will
ultimately be made available. For example, assume that a trust in-
strument provides that the trust income when not distributed "to
beneficiary A will be accumulated for his benefit and will ultimately
be payable to his estate, or appointees (including persons named
as alternates takers in default 'of appointment). The: trust instru-
ment also provides that the fiduciary may invade corpus from time
to time to make payments to B, accordink.'to B's heeds. In a year
in which the trustee accumulated the trust income for A but made
a discretionary distribution of corpus to B, B would, but for the oper-
ation of this provision, be deened taxable on the distribution to the
extent ofthe trust's distrlbutable'net income. Under this provision
if A is deemed -to have a 'substantially separate: and. independent
share in the trust, the trust income would be taxable to the fiduciary
and B would 'receive' the corpus distribution free of tax. This treat-
ment of separate shares as separatetrustsa howeverI is only for the
purpose of determining distributable net income in applying sections
661 and 662. It cannot be applied, for example, to obtain more than
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one (ledulction for personal exemption under section 642 (b) or to
permit the splitting of undistributed income oi the trust into several
shares for purposes of being taxed at lower-bracket rates.

SUBPART D-TREATMENT OF EXCESS DISTRIBUTIONS BY TRUSTS

Subpart D applies to any trust which has for a taxable year begin-
ning after December 31, 1953, an accumulation distribution deter-
mined(l under section 665 (b) and which is subject for such taxable
year to tile provisions of subpart C (relating to trusts which may
accumulate income or distribute corpus). Subpart D does not apply
to a trust which for the taxable year falls within the provisions of
subpart B (relating to trusts which distribute current income only).
Furthermore, subpart D does not apply to an estate.
Section 665. Defnitions applicable to subpart D
This section corresponds to section 665 of the House bill but some

of the provisions of that section have been changed.
Section 665 (a) defines undistributed net income for any taxable

year. Undistributed net income for any taxable year is the excess of
distributable net income (determined in accordance with section 643)
of the trust for such taxable year over the sum of-

(1) any amount of income for such taxable year required to
be distributed currently (including any amount required to be
distributed which may be paid out of income or corpus to the
extent such amount is paid out of income for such taxable year),
plus

(2) any other amounts properly paid or credited or required
to be distributed in such taxable year, plus

(3) tile amount of taxes imposed on the trust.
In determining the amounts falling within paragraph (1) of section
665 (a) for the purpose of ascertaining the undistributed net income
for a particular taxable year, the application of this subpart to accu-
mulation distributions of subsequent taxable years shall be taken into
account to the extent deemed a distribution on the last day of such
particular taxable year. In applying subpart D to an accumulation
distribution of a taxable year, the undistributed net income of any
preceding taxable year is determined without taking into account
the application of this subpart to such accumulation distribution for
such taxable year.
The amount of taxes for any taxable year imposed on the trust

falls within paragraph (2) of section 665 (a), and is the amount which
remains after taking into account the taxes allowed as a credit under
sections 667 and 668 (b) because of accumulation distributions for
subsequent taxable years which fall within section 666.

Subsection (b) of section 665 defines the accumulation distribution
of a trust. An accumulation distribution of a trust for any taxable
year is the amount (biit only if more than $2,000) by which (1) amounts
falling within paragraph (2) of section 661 (a) for such taxable year
exceeds (2) distributable net income reduced by the amounts falling
within paragraph (1) of section 661 (a) for such taxable year. The
determination of an accumulation distribution of a trust for any tax-
able year is made without regard to section 666.
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In making the determination whether there is an accumulation dis-
tribution for any taxable year, your committee has changed paragraphs
(1) and (2) of section 665 (b). .

Paragraph (1) of section 665 (b: of the House bill provided that in
making the determination whether there is an accumulation distribu-
tion for any taxable year there shall not be included amounts paid,
credited, or required to be distributed to the beneficiary as income
accumulated during the minority or before the birth of the beneficiary.
Your committee has changed this provision so that amounts paid,
credited, or requiiredAto be distributed to a beneficiary as .income
accumulated before'such beneficiary attains the age of 21 will not 'be
included in determining whether there has been an accumulation dis-
tribution. It is believed that a uniform age applicable to all trusts
is preferable to a rule which may vary among States because of
different ages at which individuals reach their majority. It is aftic-
ipated that the Secretary or his delegate will by regulations prescribe
rules for the determination of the source from which amounts are
distributed by a trust to a beneficiary for the purposes of ascertaining
whether such amounts are distributed as income' accumulated before
the birth of such beneficiary or before such beneficiary attained the
age of 21.
Paragraph (2) of section 665 (b) of the 'House bill provided that

in making the determination whether there is an accumulation
distribution for any taxable year there shall not be included amounts
properly paid 'or credited for the support, maintenance, or education
of the beneficiary. Your committee has changed this provision so
that only an amount properly paid or credited to a beneficiary to meet
the emergency needs of such beneficiary will not be included in deter-
mining whether there has been an accumulation distribution. The
attention of your committee was called to the fact that.under the
House bill this paragraph: might exclude ordinary distributions from
the application of this subpart since many trusts are set up for the
purposes of :providing for the support, maintenance or education of
their beneficiaries. Accordingly,: your committee has limited the
exclusion under this paragraph to only an amount which is distributed
to a beneficiary clearly to meet his emergency needs, Whether or not
a distribution falls within this paragraph depends upon the facts and
circumstances causing such a distribution. A distribution based upon
an:unforeseen' or unforeseeable combination of cirdutmstances requiring
immediate help to! the: beneficiary would .qualify. However, the
beneficiary must be in actual need of the distribution. The fact that a
beneficiary has other sufficient resources would tend to negate the
conclusion that a distribution was to meet his emergency needs.:.:,-
Your committee has added a further exception to section 665 (b).Amounts properly paid or credited to 5beneficiaryupon such bene-

ficigay attaiimgna specified :age6i'r!ks Will btbi'nldeddi 'the
determination ofan acuulation'distribuiin if-i;. (1) ('th'tdtilnttinbe '0of such distributions cannot exceed four

with'respectto suiLchbnficiar, ;
'(2) tie period between eah s6h' distribution' is 4 years. or

mo re, and! '" ', ' " " :"; ; '
j ;, {

(') a' 6f Januaxr 1, 1954,'scb distributions are required by the
specific ternis 'f the governing in'trumehnt.
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Your committee has added a paragraph (4) so as to accomplish the
same purpose as section 663 (b) (1) of the House bill. However, your
committee provides that final distributions should not, be excluded
from the application of this subpart unless they are made more than
10 years after the date of the last transfer to the trust. This will
prevent the setting up of trusts for the purposes of accumulating
income and making final distributions within reasonably short periods
so as to avoid the application of this subpart.

Subsection (c) of section 665 sets forth the rule for determining as
of any time the "taxes imposed on the trust" for any particular tax-
able year. Taxes imposed on the trust under this chapter for any
particular taxable year is the amount of taxes imposed on such trust
under this chapter reduced by the amount of such taxes allowed under
sections 667 and 668, as a credit to any beneficiary on account of 'the
application to sucli taxable year of this subpart with respect to amny
accumulation distribution for any subsequent taxable years.
Your committee has rnmlde a technical change in subsection (c) of

section 665 so as to limit the amount of "taxes imposed on the trust"
to the portion of such taxes which, under regulations prescribed by the
Secretary or his delegate, are properly allocable to the undistributed
portion of distributable net income. For example, if a trust has
capital gains which are allocable to corpus, the portion of the tax
imposed on the trust which is properly allocable to such gains will not
be included for the purposes of determining the amount of taxes
imposed on the trust for purposes of this subpart.
Your committee has revised subsection (d) of section 665. A

technical change has been made so as to define a preceding taxable
year as not including a taxable year to which this part is not appli-
cable. Furthermore, as presently drafted subpart D does not tech-
nically apply to a trust which for a preceding taxable year qualified
under subpart B. In order to permit the application of this subpart
to a preceding taxable year of a trust in which it qualified under
subpart B, a new sentence has been added to subsection (c) of section
665. This sentence provides that in case of a preceding taxable year
with respect to which a trust qualifies (without regard to this subpart)
under provisions of subpart B, for the purposes of the application of
this subpart to such trust for such taxable year, such trust for such
taxable year shall, in accordance with regulations prescribed by the
Secretary or hi.i delegate, be treated as a trust to which subpart C
applies. Thus, distributions of extraordinary dividends accumulated
by the trustee, which are not treated as income by the trustee in. the
year in which received by the trust, will fall within the provisions of
subpart D.
Section 666. Accumulation distribution allocated to 5 preceding years
This section is identical with section 666 of the House bill and is new.
This section applies to taxable years beginning after December 31,

1953. Under subsection (a) the amount of the accumulation distri-
bution of a trust determined for any taxable year under section
665 (b), is deemed to have been distributed on the last day of each
of the 5 preceding taxable years as an amount within the meaning of
paragraph (2) of section 661 (a), but only to the extent specifically
provided in this subsection. If in any of such 5 preceding taxable
years there is no undistributed net income for such year, dEtermined
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under section 665 (a),prior to the application of this subsection with
respect to' the accumulation distribution for the taxable year, then
there is no portion of such accumulation distribution for. such taxable
year which is deemed to be distributed on the last day of such preced-
ing taxable year. The determination as to whether there is undis-
tributed net income.for any such preceding taxable year is made with
the application of this subpart: to accumulation distributions for any
taxable years preceding the taxable year of the accumulation distribu-
tion with respect to which this subpart is being applied. Thus, for
the purposes of applying this subsection to any taxable year,' the un-
distributed net income for each of the 5 preceding taxable years
shall be computed without regard to the accumulation distribution of
such taxable year and without regard to any accumulation distribu-
tion determined for any taxable years following such taxable year.
The amount of an accumulation distribution for any taxable year
which is deemed distributed as of the close of any of the 5 preceding
taxable years is the amount of such accumulation distribution reduced
by the sum of the undistributed net incomes for any taxable years
intervening between such taxable year and any such preceding taxable
year with respect to which the amount to be deemed distributed is
being computed.

Subsection (b), of section 666 applies where the amount deemed
under subsection (a) to be distributed in any preceding taxable year is
equal to the undistributed net income for such preceding taxable year.
In such a case the trust is deemed to have distributed on the last day
of any such precediig taxable year an amount, hin addition to the
amount determined under subsection '(a), equal to the taxes imposed
on the trust prior to the application of subsectiohf(a) to such preced-
ing taxable year with ire,-pect to such accumulation distribution. The
amount deemed distributed, under subsection ;(b) is treatedl as an
amount distributtid by the trust under section 661 (a) (2) on thelast
day'of suchpreceding taxable year.: For'the purpose of subsection
(b undistributed net income for any preceditig taxable year shall be
computed without regard to the accumulation distribution of the tax-
able year or of any taxable year following such taxable year.

Subsection (c) of section 666 applies where theamount deemed
under subsection (a) to be distributed in any preceding 'taxable' year
is less than: Undistributed net income for such preceding taxableoear.
In such a case'the trust: is deemed to have distributed on the last day
of such preceding taxable year 'an amount, in addition to the amount
determined under subsection:, (a), equal to the taxes imposed on the
trust. for such preceding taxable year multiplied by the fratiohn the
numerator of whclh is the amount of the accumulation: distribution
deemed distributed under sub'section (a)~and'the denominator of;which
is. the undistributed et,incotmre for- such preceding taxable-ye'ar.For purposes of'th'i subsection iundistkibuted net income f1r aiy' pre-
ceding taxable year shall be 'computed withi6ut regard to the a&-
cumulation distribiition of the taxabiieyear and without rga'd to anyaccumult(iol distribution detefiniedirdr Any.tiaxble vey f611oig"
such taxatbleo ye&ar 'but such uiiidistributed n6t iAcoeiii fo, the6 urpos
of subsect.o.ms (b)'and (c) of section 666 Shallb,'eomputed' with;regard
to any accVu-ulation distributions for taxable yeaspror, 'to such
taxable ye&
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Section 667. Denial of refund to trusts
This section corresponds to section 667 of the House bill.
Section 667 denies a refund or credit to the trust for the taxes paid

by the trust under this chapter which would not have been paid by
such trust had the trust in fact made the distributions deemed to have
been made under section 666 on the last day of any preceding taxable
year. Thus, subpart D does not require any reopening of the returns
of the trust.
Your committee has added a new sentence to section 667 so that the

method will be clear by which the credit permitted by thi3 section
and l)y section 668 (1)) is computed. In determining the amount of
taxes which may not be refunded or credited to the trust such amount
shall be equal to the excess of-

(1) the taxes imposed on the trust for any preceding year (comrn..
puted without regard to the accumulation distribution for the
taxable year) over

(2) the amount of taxes for such preceding taxable year im-
posed on the undistributed portion of the distributable net income
of the trust for such preceding taxable year after the application
of this subpart on account of the accumulation distribution deter-
mined for such taxable year.

Section 668. Treatment oJ amounts deemed distributted in preceding years
This section corresponds to section 668 of the House bill.
Section 668 provides that the total of the amounts determined under

section 666 and treated under such section as having been distributed
by the trust on the last days of the preceding 5 taxable years shall
be included in the income of beneficiaries receiving such amounts in
the taxable year when such amounts were in fact paid, or credited, or
required to be distributed. The total of such amounts are includible
to fthe extent such amounts would have been included in the income of
the beneficiaries had such total actually been received by the bene-
ficiaries on the last day of the preceding taxable years at which time
they are deemed to have been distributed. The extent to which the
total of such amounts are includible in the income of the beneficiaries
is determined under sections 662 (a) (2) and 662 (b). The amount of
tax imposed on the amounts in the taxable year when actually received
shall not exceed the aggregate of the taxes which would have been
payable by the beneficiary had such amounts been received by him at
the times specified in section 666. The tax which would have been
so payable is the excess of the tax computed by including such amounts
over the tax imposed on the beneficiary without regard to such
amounts for the particular year.
Your committee has made a technical change in the first sentence

of section 668 (a) as it appeared in the House bill so as to make
certain that a beneficiary receiving a distribution in a taxable year
which is subject to the provisions of this subpart will be subject to
the application of this subpart as if such amount had been dis-
tributed in any preceding taxable years in accordance with section
666 even though during any of such preceding taxable years
such beneficiary would not have been a beneficiary if such
distribution had actually been made in such preceding taxable years.

Furthermore, your committee has added a sentence at the end of
the first sentence of section 668 (a) so that it is clear that the portion
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of the distributions included' in the income of the' beneficiary as of
the last day of any preceding, taxable years shall be based upon the
same ratio as determined under the second sentence of section 662 (a)
(2) for the taxable year in respect of which the accumulation distri-
bution is determined. : :

Section 668. (b) of the House bill has been revised by your committee
so as to provide that the tax imposed on beneficiaries under this
chapter shall be credited with the pro rata portion of the taxes imposed
on the trust under this chapter for such preceding taxable year which
would not have been payable by the trust for such preceding taxable
year had the trust in fact made distributions to such beneficiaries at
the times and in the amounts specified in section 666. This' revision
of section 668 (b) is a change from the House bill so as to permit the
credit against the entire tax imposed on the beneficiaries 'for the year
in which the amounts specified in subsection (a) are included in the
income of such beneficiary rather than, as provided in the House bill
to limit the credit to the taxes applicable to such amounts included
in income of such beneficiaries in accordance with subsection (a) of
section 666.

EXAMPLE OF THE APPLICATION OF SUBPART D

.Assume that a trust is required o distribute currently one-half of
its income to beneficiary A and that the litrustee has full discretionary
power to distribute the remaining income to beneficiaries B br 0 in
whatever amounts he sPes fit. Assume further that the trhst 'had
the following amounts of income during its taxable years, 1954, 1955,
and 1956.

Royte interest InterestRoyaltes (taxable) (exempt)

1954...................................................... $........ ............. 0,000
195. 15,000 10,000 5,0001m6..................................................... 25,000 15,000 a,000

-1954.-AssUme that the trustee in 1954 only distributed the one-
half of the trust income for -that year. The beneficiary A would
receive $i7,500 ahd would be taxed-on $1,000. 'He would be exempt
from tax on $2,500 as his portion of'the taxexempt interest. Under
section 661 the trust would be' entitledto! a deduction of $15,000, /tid
thus its taxable income would be $1t5,000. Taking into account the,
deduction under section 642 (b) of; $100, the tax imposed on the trust
as of the close of 1954 is $4,683. The undistributed net income of
the' trtist as of the close of 1954 is ($17,500 mirinu$4,683) $12,817.
1965.-Assume that the; trustee in 1955 distributed' the one-;half

of the trust income to beheficiary- A- and $6,0006 toj beneficiary/ B-
Beneficiaiy A would "rc'eive $15,000 and Wbuld' be'taxkd on $12i500.
Beneficiary B would b6e txed oh $5,000.' Each beneficiary would be
exempt from tax on $2 500 and $1,000 of tax-exempt interest, respec-
iively.; Under section 661ithe trust would beientiledH toia deduction
of $17,500,; and thius its tablo income wuld-b :$7,500e Taing
into account the deduction under section 642 '(b):of $100, ti:etax
imposed on the trust for 1955 atithe cl0oe is $1,780. The Undistributed
net income"aS of the close of 1655 is '($9,000 minus $1,780) $7,220.'J
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1956.-Assume (1) that the trustee in 1956 distributed one-half of
the trust income to beneficiary A, (2) that the trustee distributed to
beneficiary B $20,000, and (3) that the trustee distributed to bene-
ficiary C $10,000.

Beneficiary A would receive $22,500 and would be taxed on $20,000.
IIe would be exempt from-tax on $2,500 of tax-exempt interest.

Beneficiary B would, without regard to subpart D, be subject under
section 662 to tax on $13,333.33 and would be exempt on $1,666.66
as tax-exempt interest.

Beneficiary C would, without regard to subpart D, be subject under
section 662 to tax on $6,666.67 and would be exempt on $833.33 as
tax-exempt interest.
For 1956, there would be no tax on the trust since the taxable

income of the trust is $40,000iminus $20,000 taxable income distributed
to beneficiary A, plus $13,333.33 as taxable income distributed to
beneficiary B, plus $6,666.67 as taxable income distributed to benefi-
ciary C.
Under subpart D, beneficiaries B and C would be subject to tax in

their 1956 returns on amounts deemed distributed under section 666 on
the last (lay of each of the two preceding taxable years, 1955 and 1954.
Under section 665 (b) the trust has for 1956 an accumulation dis-

tribution in tih amount of $7 500. This amount is computed by
subtracting $22,500 (distributable nat income reduced by amounts
falling within section 661 (a) (1)) from the total of all amounts for
1956 falling within section 661 (a) (2); i. e., $30,000. Under section
666 (a) the accumulation distribution of $7,500 is deemed to have
been distributed as an amount specified in ;section 661 (a) (2) on the
last day of each of the years 1954 and 1955. However, the amount
of the $7,500 accumulation distribution deemed distributed in 1954
is the excess of such amount over the undistributed net income for
1955; i. o., the excess of $7,500 over $7,220, or $280. The amount of
thle $7,500 accumulation distribution deemed distributed in 1955
cannot exceed the undistributed net income for 1955 (computed with-
out regard to such accumulation distribution). Thus, under section
666 (a), $7,220 is deemed distributed on the last day of 1955.

Since the portion of the accumulation distribution for 1956 which
is deemed distributed in 1955 is not less than the undistributed net
income for 1955, the trust is deemed under section 666 (b) to have
distributed on the last day .of 1955 an amount in addition to the
$7,220. This additional amount is equal to the taxes imposed on the
trust for 1955, i. e., $1,780.

Since the portion of the accumulation distribution for 1956 which
is deemed distributed in 1954 is less than the undistributed net income
for such year of $12,817, the trust is deemed under section 666 (c) to
have distributed an amount in addition to the $280. This additional
amount is the amount which is equal to the taxes imposed on the
trust for 1954 ($4,683) multiplied by a fraction the numerator of which
is $280 and the denominator of which is $12,817. This additional
amount is $102.30.
As the result of the application of subpart D to the accumulation

distribution of $7,500 for 1956, the trust is deemed to have distributed
the following amounts:

(1) On the last day of 1955, the total amount of $9,000.
(2) On the last day of 1954, the total amount of $382.30i
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Under section 668 (a) the total of the amounts-which are treated
under section 666 as having been distributed by the trust on the last
day of any of the 5, preceding taxable years must, subject to sections
662 (a) (2) and 662 (b), be included m the income of the beneficiaries
when in fact paid, credited, or required to be distributed.'

Beneficiary B is deemed to receive $6,000 on the last day of 1955.
He includes in his income for 1956, resulting from the application of
subpart D to 1965, $56000 and is exempt with respect to $1,000.
Beneficiary B is deemed to receive $254.86 on the last day of 1954.
He also includes in his income for 1956 resulting f6romthO application
of subpa"rt D to 1954, $218.46, and is exeiript with respect to $36.40.

BeneficiaryT0:is deemed to receive $3,000 on the last day of 1955.
Hle includes in his income for 1956, resulting from the application of
subpart D, $2,500 and is exempt with respect to $600. Beneficiary 0
is deeried to receiVe' $127.44'on the last day of 1954. He also includes
in his income for 1956, resulttig from the application of subpart D,
$109.24, and is exempt with respect to $18.20.
The trust is not permitted any refund or credit for the amount of

taxes imposed on the trust which would not have been payable by
the trust had the trust in fact. made the distributions deemed to have
been made on the last days of 1964 and 1955 resulting' from the appli-
cation of this subpart to the $7,500 accumulation disthbution for 19M6.

Beneficiaries B and C are entitled to a credit under section 668 (b)
against each of their tax for 1956 for a proA iata portion of the taxes
imposed on the;trut prior to the, aPplication of this subpart to the
accumulation. distribution for'19566which would not have been payable
in 1954 aind 1955 had the trust in fact made the distributions to such
beneficiaries resulting' therefrom.

Sin6e for 1955 the amount deemed under section 666 (a) to have
been distributed was equal to the entire undistributed netincoxie for
that year the entire amount of taxes imposed ont'ie trust $1l,780)is aloweallowed as a credit ainit the taxes imposed oi the bene cianes.
In this case beneficiary'B is permitted, to credit against his tax the
amount of $1,086.67 which is two-thirds of $1,78d. Beneficiary C is
permitted to credit against his tax for 1956 the amount, of $593.33
which is one-third of $1,780.'
With respect to 1954. prior to the applicationnof this subpatt to

the accumUlation distribution of $7,500 'for 1966, the trust had
undistributed' net income ot $12,817 and the tx was'$4,'68' After
the application of subpart D, the undistributed portion of distribut-
able net incomefmor 1954 is $17,117.70 and the tax applicable to such
portion is $4,528.99. Since the tax imposed on the: trust prior to the
application of this subpart to 1954 was $4,683, $154.01 is the amount
of the taxes imposed on the trust under this chapter for 1954 which
would not have been payable by the trust for 1954 had the trust in
fact made distrib.tioins 'to beneficiaries B and C at the times and in
the amounts specified in section 666. . ;,

Beneficiary ;B, will be allowed an additional credit against his
1956 tax of, $102.67, and beneficiary aC $51.34.
The undistributed net income. for tie year 1954 as of the close of

1956 is $12,588.7;1.,

489--44--24'
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SUBPART E-GRANTORS AND OTHERS TREATED AS SUBSTANTIAL
OWNERS

Subpart E contains the provisions for taxing to the grantor the
income of a trust over which he hais retained substantial dominion and
control. Under existing law, certain trusts of this character are
specifically defined in sections 166 and 1i67 of the 1939 Code. Section
166 applies where thbero is vested in the grantor (or in a person not
having a substantial adverse inter"et) a power to revest in the
grantor the corpus of the trust, while section 167 applies to trusts
the income of which may be distributed to the grantor directly,
accumulated for future distribution to him, or applied to thle pay-
ment of insurance premiums on policies on his life. Income of
certain other truistsof which the' grantor may be considered to be the
owner has been held taxable to the grantor 'under the general provi-
sions of section 22 (a), as construed in the 'decision of the Supreme
Court in Hielvering v. Clifford (309 U. S. 33 1) and related cases. These
include certain short-term trusts providing for reversion to the
grantor at the end of the term, and trusts where the grantor has
retained the power to determine the beneficiary who is to enjoy the
income. The principles for determining taxability of these trusts
have been the subject of detailed regulations, section 39.22 (a)-21 of
Regulations 118.
Under tlhe new code, the rules for determining taxability of trusts

falling within f'io purview ofsection 22 (a) as well as those covered
by sections 106 and 167 are brought together in this subpart. While
in general, the criteria for determining taxability under the Clifford
doctrine follows the pattern of the regulations,' that is,the dominant
types of control are stated to be (1) the reversion of the trust prop-
erty within a short period of time after the creation of the trust,
(2) the reservation of the power to determine who should enjoy the
corpus or income, and (3) the reservation of important administra-
tive controls in a nonfiduciary capacity, there are variations in the
precise standards selected. These are discussed under the various
sections.

There is also included in this subpart (sc. 678) provision for taxing
income of a trust to a person other than the grantor where there is
vested in such person (rather than in the grantor) the poWer to vest
the corpus or income in himself. This adopts the doctrine 'of such
cases as Richardson v. Commissioner (12i F. 2d 1) and Mallinckrodt v.
Nunan (146 F. 2d( 1), now set forth in the regulations under section
22 (a). See section 39.22 (a)-22.
Section 671. Trust income, deductions, and credits attributable to grantors

and others as substantial owners
This section is identical with section 671 of the House bill.
This section states the general rule that in cases where the grantor

or another person is regarded as the owner of any portion of a trust,
there. shall be included in comput-ing his taxable incomfie fnd credits
those items of income, deductions, and credits against tax of the
trust which are attributable to that portion of the trust (to the extent
that such items would be taken into account in computing the taxable
income and credits of an individual). Thus, if income of a trust is
attributable to the grantor because he has reserved the power to ro-
voke the trust and if the trust has incurred certain expenses in con-
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nection with the production of such income, the income will be in-
cluded in the income of the grantor and lhe will be allowed those
deductions for such expenses which he would have been entitled to if
the trust had not been created. If a portion of the income is paid to
a charity, such payment shall be treated as though made by the grantor
and will be cunulated with his other contributions for purposes of the
limitations of section 170.

It is also provided in this section that no items of a trust shall be
included in computing the income or. credits of the grantor (or another
person) solely-on the grounds of his dominion and control over the
trust under the provisions of section 61 (corresponding to sec. 22 (a)
of existing law). The effect of this provision is to insure that tax-
ability of (li.#ord type trusts shall be governed solely by this subpart.
However, this provision does not affect the principles governing the
taxability of income to a grantor or assignor other than by reason of
his dominion and control over the trust* Thus, this subpart has no
application in situations involving assignments of future income to
the assignor, as in Lucas v. Earl (281 U. S. i 11) Harrison v. Schaffner
(312 U. S. 679), and Helvering v. Horst (311 U. S. 112), whether or not
the assignment is to a trust; nor are the rules as to family partnerships
affected by this subpart. This subpart also has no application in
determining the right of a grantor to deductions for payments to a
trust under a transfer and leaseback arrangement.
Section 672. Definitions and rules

This section corresponds to section 672 of the House bill.
This section contains definitions and rules for applying the other

provisions of this subpart, including the definition of an adverse party,
a nonadverse party and a related and subordinate party. These
definitions are significant in any case where a power is held, not
directly by the granitor, but. by some other person whose actions may
be attributed to the grantor. Thus, as under existing law, a power
is not attributed to the grantor when held by a person who has a
substantial interest in the trust property which is adverse to the
interest of the grantor. Under subsection (a) of this section, such a
person is defined as one having a substantial beneficial interest in
the trust which would be adversely affected by his exercise or non-
exercise of the power. A nonadverse party is defined in subsection (b)
as any person not having an adverse interest.
Your committee has added a provision to insure that a person

possessing a general power of appointment over the trust property
will be treated as having a "beneficial interest",,in the property in
accordance with the economic realities of the situation. This treat-
ment of a general power of appointment as a-propeity interest is
consistent with the provisions of section 2041 (b) (i) () (ii).

Subsection (c) defines a related or subordinate party to mean the
grantor's spouse or certain' specifically designated close relatives or
subordinate employees of the grantor whose relationship to the grantor
is such that a power held by such .person may be tantamount to 'a
power in the grantor; The persons are; in; general, the same as ae
enumerated in section 39.22 (a)-21 (d) (2) of the regulations;, except
that this section adds to the class a corporation in which the stock-
holdings of the grantor and the trust are significant from the viewpoint
of voting control. Under the regulations, an employee of such a
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corporation is specifically listed as within the subordinate group, but
not the corporation itself.

While, under existing law, a power held by the grantor's spouse or
by a related or subordinate party may be attributed to the grantor
solely by reason of the relationship, under this subpart, such a result
will follow only if the party is subservient to the grantor. This section
provides, however, that such subserviency will be presumed unless the
party is proved to be nonsubservient by a preponderance of the
evidence. (Under the House bill, a "clear" preponderance of the
evidence is required.) This rule, however, does not modify the rule
of existing law where the power is one which permits the return of
the corpus or income to the grantor, as provided in sections 676 and
677, corresponding to sections 166 and 167 of the 1i939 Code. Under
those sections, a power is in effect attributed to the grantor if held
by any nonadverse party, regardless of relationship.

Subsection (d) contains the rule that a person shall be considered
to have a power even though the exercise is subject te the precedent
giving of notice or takes effect only on the expiration of a certain
period of time after the exercise of the power. This provision, which
is designed to prevent avoidance through the use of contingent powers,
corresponds to the similar provision in section 39.22 (a)-21 (d) of the
regulations. The fact that a power is held in the capacity of trustee
is not material except where expressly or hnpliedly stated, as in sec-
tions 674 (d) and 675 (4).
Section 673. Reversionary interests

This section is identical with section 673 of the House bill.
This section contains the rules applicable to the short-term trust

containing the provision for a reversion to the grantor. The section
enacts in statultoriy form provisions in lieu of those now contained in
section 39.22 (n)-21 (c) of Regulations 118.

Subsectiotl (a) of this section contains the general rule that a grantor
shall be considered to be the owner of any portion of a trust (and
taxable on thli income therefrom) in which lie has a reversionary
interest in either the corpus or the income therefrom which will or
may ressonal)ly be expected to take effect in possession or enjoyment
within a period of 10 years.

Subsection (b) provides a special rule under which income of a
short-term trust is taxed to the grantor only where the term is for less
than 2 years, if the income of the trust is irrevocably payable to any
of the following organizations which are exempt from tax under
section 501: A church; a convention or association of churches; a
religious order; a hospital; or an educational organization which
normally maintains a regular faculty and curriculum and normally
has a regulai'ly enrolled body of pupils'or students in attendance at
the, place where its educational activities are regularly carried on.
IThe provisions of subsection (b) will not apply unless the income for
the entire term must be paid to the single specifically designated
beneficiary. Thus, the subsection will not apply if' the income is
payable, in the discretion of the trustee, to any one or more of several
named colleges.

Subsection '(c) contains a further exception to the rule of subsection
(a) to the effect that the grantor shall not be treated as the owner of
a trust by reason of a reversionary interest where such interest 'is to
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take effect only on the death of the person or persons to whom the
income is payable. This rule is applicable even thought duo to the
short life expectancy of the beneficiary, the reversionary interest may
reasonably be expected to take effect within 10 years.

Subsection (d) provides the rule' (also contained in the regulations)
under which a postponement of the date for reacquisition of the property
is considered to constitute a new transfer in trust commencing with
the date of the postponement, for the purpose of determining weIther
a short-term trust is in effect following the postponement. However,
the income will not be taxed to the grantor by reason of the extension
of the term for any year in which it would not be taxed to him in the
absence of the postponement. Thus, if a trust which originally was
for a term of 12 years is extended at the end of the ninth year so that
it will have a total term:of6 4 years, a new 5-year trust is considered
to have been created. However, the income of the first 3 years of such
new term is not attributed to the grantor since these years constitute
the tenth, eleventh, and twelfth years of the original 12-year trust.
Section 674. Power to control beneficial enjoyment
This section corresponds to section 674 of the House bill.
This section contains provisions similar to those contained in sub-

section (d) of section 39.22 (a)-21 of the regulations, providing for
taxability to the grantor of income of a trust where the beneficial
enjoyment of the'corpus or income is subject to a power of disposition,
exercisable by the grantor or by a nonadverie party or both. The
general rule is contained in subsection (a) of this section while certain
excepted powers are described in subsectionis:(b), (c),;and (d).
Paragraph ;(1) of subsection (b) contains tihe exception, equivalent

to that provided in section 167 (c) of the 193-9 Code, under which a
grantor is not taxable on income of a trust by reason of a power
merely to apply income to the support or maintenance of his depend-
ents. Inasmuch as such a power might subject the grantor to tax
under the general rule of this section as well as under the general rule
of section 677 (corresponding to sec. 167 of existing law) the excep-
tion is provided for in both sections. '
Paragraph (2) contains an exception, also provided& in the regula-

tions; to the rules set forth in section 672 (d), under which powers
exercisable only on giving of notice or at a future date are treated as
present powers. Thus under the exception, a power which man only
affect the income for a period commencing after 10 years will not
subject the grantor to tax during the prior period.. This exception
correlates with the short-term trust rule in order that more severe tax
consequences may not result from a power exercisable after a term of
10 years than from a reversionary ifiterest to take effect after the same
period. If the power is still in existencein the eleventh and succeeding
years, however, the grantor willbe taxable on the income of those year
under' the general rule since the power will be currently exercisable.
While this rule is implicit in the House bill it haslmin- the interests.of
clarity, been specifically: sel forth by your conimnittee

Partayraph '(3) contains the rules presently 'in paragraph (2) (i) 'of
subsection (d) of section 39.22 (a)-21 with;respect to' a power exer-
cisable only by will. 'Such a power pubjets the grantor to tax only
where the income is accumulated for testamentary disposition by tLe
grantor, or may be accumulated for such disposition in the discretion
of the grantor or a nonadverse party.
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Paragraph (4) excepts a power to determine the beneficiaries of
the income ororpus provided that payment must be made fora,
charitable purpose as defined in section 170 (c). This corresponds to
subsection (d) (2) (ii) of the regulations.
Paragraph (5) excepts a power to invade corpus for a beneficiary

or beneficiaries. Under subparagraph (A) such a power is excepted
if limited by a reasonably definite standard set forth in the trust
instrument regardless of whether the beneficiary for whom invasion
is permitted is an income beneficiary or a beneficiary of the remainder.
Subparagraph (B) excepts a power to invade corpus for a current
income beneficiary only, even though no standard is provided, but
only to the extent that the distribution is chargeable against the pro-
portionate share of corpus hold in trust for the particular beneficiary.
This proportionate share limitation is designed to insure that the
grantor, through a power to invade' corpus, may not in' effect have a
power to allocate income. The provisions of paragraph (5) are
identical with corresponding provisions of the regulations except that
in subparagraph (A) there is eliminated the requirement that the
standard must consist of the needs and circumstances of the benefici-
aries.

Paragraph (6) excepts a power to pay income to a beneficiary
currently or to accumulate such income for future disposition to the
beneficiary. 'This exception will apply provided that any income
which has been accumulated must ultimately be payable either (A)
to the beneficiary from whom disposition is withheld, to his estate,
or to his appointees (or alternate takers) provided that such bene-
ficiary possesses a power of appointment which does not exclude
from the class of possible appointees any person other than the bene-
ficiary, his estate, his creditors or the creditors of his estate, or (B)
upon termination of the trust or in conjunction with a disposition
of corpus which contains the accumulated income, to the current
income beneficiaries in irrevocably specified shares. (Under the
House bill a general power of appointment was required in the
case of this exception but your committee has considered it ad.
visable to restore the rule of the regulations which would include
within the exception the case where the beneficiary has a broad
special power.) Accumulated income is considered to be ultimately
payable in accordance with the foregoing rules even though the
trust provides for payment to contingent beneficiaries if::te pri-
mary beneficiary fails to survive the date fixed for distribution, if
such date may reasonably be expected to occur within the lifetime of
the primary beneficiary. Accordingly, a grantor is not taxed on the
income ifhe can postpone payment for a reasonable period of time pro-
vided the period is not so long that the effect of the power is the same as
though it permitted an allocation of income between the income bene-
ficiary and the remainderman. The rules of paragraph (6) are the
same as those in the regulations.

Paragraph (7) excepts a power (exercisable only dung the disability
of a current income beneficiary or during the period during which any
income beneficiary is under the age of 21 years) to pay income to such
beneficiary or to add the income to corpus. Such a power is excepted
even though the accumulated income will not be paid to the bene-
ficiary from whom withheld.

368



INTERNAL REVENUE CODE OF 1054

Paragraph (8) exceptsapowerto allocatereceipts or disbursements
between corpus and income even though the power is expressed in
broad language. Under the House bill this exception was only
specifically applicable to "receipts". This exception is designed to
insure that a power which is norfnally vested in the trustee for pur-
poses of conforming to appropriate trust accounting principles may
not, if vested'in the grantor as trustee, be construed as a power to
determine the beneficial enjoyment of income or corpus.

Subsection (c) of section 674 provides a broader exception for powers
exercisable by independent trustees. Under this subsection (which
corresponds to sec. 39.22 (a)-21 (d) (2) (ili) of the regulations) a power
to allocate income or corpus among a class of beneficiaries.will not
cause the grantor to be subject to tax if the power is held by any
person other than the grantor or a person who is both related to the
grantor and subservient to his wishes. Under the regulations, such
a power would not be excepted from the general rule if held by the
spouse of the graitor or (if the power would affect the interests of the
wife or a childof the grantor) by an)y related party. The rule in this
section is more liberal in that it attributes the power held by another
person to the grantor only if such person is subservient. However,
the presumption of subserviency of a related or subordinate party set
forth in' section 672 (c) is applicable.

Subsection (d) adds an exception not contained in the House bill,
but contained in the regulations, under which the grantor will not be
subject to tax by reason of a power exercisable by a trustee or trustees,
not including the grantor or spouse living with the grantor, which
enables the trustee to apportion income among a class of beneficiaries
provided that the power is limited by a reasonably definite external
standard. While this exception, as in the regulations, does not apply
to a power held by the grantor or spouse it does apply if the power is
held by any related or subordinate trustee whether or not subservient
to the grantor.
Under the House bill the 'exceptions in subsection (b) (5) and (7)

and in subsection (c) are qualified by'a proviso that the exception will
not apply if any person is enabled to 'dd to thie class of beneficiaries
except where the action is to provide for after-born or after-adopted
children. Since this proviso is equally applicable to the powers in
subsection (b) (6) and (d) it has been added by your committee after
each of those exceptions. Your committee has also, in the interests
of clarity, substituted the words "has a power" for the words "is
enabled".
Section 675. Administrative powers

This section corresponds to section 675 of the House bill.
This section corresponds to section 29.22 (a)-21 (e) of the regula-

tions providing in substance'that the grantor is taxable'on income of
a trust where the administrative control of' the trust is exercisable
primarily for the benefit of the grrntor rather than of the beneficiaries.
The administrative controls which are considered to be exercisable
primarily for the benefit of the grantor are specifically described in
paragraphs (1) to (4), imclusivej of this section.
Paragraph (1), correponding to subsection (e) (l) (i) of the regula-

tions, covers a power wmch enable gra ror any person to d4ea
with the trust property or income forless than an adequate considera-
tion.
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Paragraph (2), corresponding to subsection (o) (1) (ii) of the regula-
tions, covers a power enabling the grantor to borrow the corpus or
income, directly or indirectly, without adequate interest or security.
This power, however, will not subject the grantor to tax where a
trustee, other than the grantor, may, under a general lending power
lend to any person without interest or security even though the general
lending power permits such loans to the grantor,as well as to other
persons. The provision is slightly less restrictive than under the
regulations which prohibit the power to be held by the spouse of the
grantor and does not exempt the power if it permits loans without
adequate interest.
Paragraph (3), corresponding to subsection (e) (1) (iii) of the

regulations, subjects tile grantor to tax if he has directly or indirectly
borrowed tieo corpus or income and has not completely repaid the loan
(including interest) before the beginning of the taxable year. While
this rule was absolute under the regulations, under this section tilhe
grantor mw'ill not boe taxed merely by reason of borrowing if the loan
provides for adequate interest and adequate security and is made by a
trustee other than the grantor or a related or subordinate trusteo
who is subservient to the grantor.

Paragraph (4), corresponding to subsection (e) (1) (iv), applies
to general powers of administration exercisable by a person in a non-
fiduciary capacity. Such powers include the power to vote stock of
corporations comprising, the trust funds and powers to control the
investment of the trust funds but only where the trust funds consist of
stocks or securities of corporations in wlich the holdings of the grantor
and the trust are significant from the viewpoint of voting control.
Thus, the grantor will only be taxable by reason of a power over
investments where investments are those in ;which the grantor in-
dividually and the trust have significant voting control and then
only if theo power is exercisable in a nonfiduciary capacity, that is,
in such a manner as to benefit the grantor individually rather than tliohe
beneficiaries of the trust. This paragraph has been revised in order
to eliminate the inference in the section as it passed the House that
the only investments over which control would be treated as held in
a fiduciary capacity are stocks or securities of corporations.
Section 676. Power to revoke
This section corresponds to section 676 of the House bill.
Section 676 is the provision corresponding to section 166 of existing

law providing that the grantor is taxable on the income of a trust
where either he or any person without adverse interest has the power
to revest title to the trust property in the grantor. This'provision is
slightly modified so as to limit its application in the case of p6overs
exercisable only after tile expiration of a period of time. Under
existing law the grantor is taxable if the power to revoke is exercisable
"at, any time". As in the case of a power under section 674, it seems
appropriate to correlate the section with the short-term trust pro-
visions of section 673.
Your committee has also specifically added a provision similar to

that added in section 674 (b) (2) to insure that the possession of
power after the expiration of the short-term trust period Will subject
the grantor to tax in the year in which the power is currently oxercis-
abloe.
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Section 677. Income for benefit of grantor
This section corresponds to section 677 of the House bill.
This section also corresponds to section 167 of existing law under

which income is taxed to the grantor by reason of a power to vest the
income in him or to apply it to his benefit.
A limitation with respect to powers over income or accumulations

of income which affect income of a l)eriod after the expiration of thle
period of time specified in section 673 is provided consistent with the
treatment in sections 674 and 676. Thus, if a trust provides for tlhe
accumulation of income for tlhe benefit of the grantor's son for a

period of 10 years and then provides that tile income of subsequent
years shall or may be paid to or accumulated for tile benefit of the
grantor, the income of the first 10 years is not taxable to the grantor.
The income of tlhe 11th and subsequent years is, of course, taxable
to the grantor under the general rule as income which, in the current
year, is or may be paid to or accumulated for the grantor (unless any
power or provision permitting such disposition is eliminated).
Under existing law, section 167 applies to income which may, in the

discretion of the grantor or a nonadverse party, be distributed to the
grantor, but not, by its terms, to income which is actually so distrib-
uted or required to be distributed. Accordingly, while section 167
(a) (2) has been applied, as in Helvering v. Stuart (317 U. S. 154), to
to tax to the grantor income which tlie grantor'has the power to apply
to the discharge of his legal obligations, income which is required to
be so applied has bc6n taxed to the' grantor under section 22 (a).
Douglas v. Willcuts (296 U. S. 1). Since. the two types of trusts have
the common characteristic of providing for disposition of income
(actual or contingent) to or for the benefit of the gi'antor, they are
both appropriately within this subpart. Accordingly, section 677
is made applicable to mandatory as well as discretionary trusts of the
character described.

Section 677 (b) corresponds to section 167 (c) of existing law,
relating to powers to apply income to the support of the grantor's
dependents. No change in substance is made.
Section 678. Person other than grantor treated as substantial owner
This section, except for the correction of a clerical error, corres-

ponds to section 678 of the bill as it passed the House.
Section 678 sets forth the riles under which a person other than the

grantor of a trust may be taxed on its income by reason of a power to
acquire the corpus or income of the trust. This provision is operative,
for example, in the case of a trust established by a husband for the
benefit of his children, but under which the grantor's wife may at
any time take the trust property. In such a case the wife, having
the power to take the property, is treated as the owner thereof and
the income is taxed to her. A liberalizing provision is provided
under which a; person will not be taxed on income by reason of a
power vested in him as trustee to apply such income to the support
or maintenance of his dependents, except to the extent that the income
is so applied. This provision is consistent with section 167 (c) of
existing law (section 677 (b) of the new code) relating to equivalent
powers held by the grantor.

Subsection (d) of this section provides that the general rule of the
section will not apply to a power which has been renounced or dia-
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claimed within a reasonable time after the holder of the power first
became aware of its existence.

SUBIPART F-MISCELLANEOUS

Section 681. Limitation on charitable deduction
This section corresponds to section 681 of the House bill.
This section corresponds to subsection (g) of section 162 of the

1939 Code. That subsection was inserted by the Revenue Act of
1950 for tlhe purpose of denying the charitable deduction allowed by
section 162 (a) (section 642 (c) under this bill) to certain trusts
having "unrelated business income" or which entered into "prohibited
transactions" described therein.

Section 681 of tlioe House bill restates section 162 (g) of the 1939
Code, except that in subsection (b) tile limitation of tlhe deduction
allowable under section 642 (c) is changed to correlate the limitation
therein with the charitable deduction allowed to individuals under
section 170 (b) of this bill.
Your committee lihas added an amendment to thle House provision

which makes it clear that the denial of the unlimited deduction under
section 642 (c) will not be applied in certain cases. Your committee
has thus provided that paragraph (1) of subsection (c) will not be
applied in any case to income attributable to property transferred
to a trust created under the will of a decedent dying before January 1,
1951. Tile amendment further provides that in the case of a trust
created by tile will of a decedent dying on or after January 1, 1951,
if the terms of the will require income to be accumulated pursuant to
tlhe mandatory terms of the will creating the trust, the rule of para-
graph (1) will apply only to income accumulated during a taxable
year of tlhe trust, beginning more than 21 years after the (late of death
of tie last life in being designated in the trust instrument.
Section 682. Income of an estate or trust in case of divorces, etc.

This section is identical with section 682 of the House bill.
This section corresponds to section 171 of the 1939 Code, which

provided rules in certain cases for taxing the income of trusts as
between spouses who are divorced or legally separated under a decree
of divorce or of separate maintenance. 'The parenthetical clause in
subsection (a) makes the provisions of this section applicable to
spouses who are separated under a written separation agreement, as
well as to those whlo are divorced or legally separated under a court
order or decree. This change correlates the provisions with section
71 of this bill.
Section 683. Applicability of provisions
This section corresponds to section 683 of the House bill with

substantial revision.
The provisions of part I of this subchapter are to be applied only

to taxable years beginning after December 31, 1953, and ending after
the date of enactment of this title. However, the provisions of part I
are not applicable in the case of any beneficiary of an estate or trust
with respect to amounts paid, credited or to be distributed in any
taxable year of the estate or trust to which this part does not apply.
For example, if a trust files its return on a fiscal year basis ending
June 30, 1954, the provisions of this bill would not apply in deter-
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mining the amount of income to be included in the gross income of the
beneficiary. In such a case tile Internal Revenue Code of 1939 shall
apply in making such a determination.
Your committee has revised the provisions of the -lHouse bill with

respect to the application of section 162 (d) (3) of the 1939 Code
(relating to the 65-day rule). Thus, under your committee's bill
distributions made within the first 65 days of the first taxable year
of a trust or an estate with respect to which this part applies will
fall within the provisions of the 1939 Code in determining the amount
of distributions and the amount includible in the gross income of the
beneficiaries for the preceding taxable year. For example, any
amount paid, credited, or distributed in the first 65 days of the first
taxable year of a trust or an estate to which this part applies will be
deemed to have been paid or credited by such trust or estate in the
preceding taxable year if section 162 (d) (3) of the 1939 Code so
provides.

PART II-INCOME IN RESPECT OF DECEDENrS

Section 691. Recipients of income in respect of decedents
This section, with tlie exception of a conforming change in sub-

section (c) (2) (B) and the addition of a new subsection (d), is the
same as section 691 of the House bill. The section corresponds to
section 126 of the 1939 Code. However, the provisions of the existing
law have been revised to incorporate several major changes in its
present scope.

Section 126 of the existing law does not apply to cases involving
successiVe decedents. Its provisions were added by the Revenue
Act of 1942 and were designed to overcome the prboxisting require.
ment that there be included in the income of a decedent for the tax-
able period in which his death occurred all the income accrued up to
the date of his death, if not otherwise includible in respect of such
period or a prior period. In order to overcome the "bunching" of
all such income in the decedent's final return, the 1942 amendments
made the income accrued solely by reason of the decedent's death
taxable to the actual recipient at the time the income was received.
However, the hardship caused by the pyramiding of income in the
decedent's last return, which the existing provisions of section 126
were designed to eliminate, continues to exist in the case of subse-
quent decedents. For example, if the widow of a life insurance agent
acquires by reason of the death of her husband the right to receive
renewal commissions on life insurance sold by him in his lifetime and
payable over a period of years, but the widow dies prior to the receipt
of such commissions, leaving the right to receive the commissions' to
her son, no income in respect of the commissions is required to be
included in the final return of the husband. However, upon the
subsequent death of his widow, the fair market value of the right to
receive such commissions must, under the existing law, be included
in her final return.

This section amends the provisions of the present law in order to
apply the existing principle in the case of one or more subsequent
decedents. In order to effectuate this revision, amendments have been
made in subsection (a) (1) (corresponding to sec. 126 (a) (1) of existing
law) to make it clear that an item of gross income in respect of a sub-
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sequent decedent includes an amount which was an item of gross
income in respect of a prior decedent, provided the right to receive
such amount was acquired by thle subsequent decedent by reason of
the death of the prior decedent or by bequest devise, or inheritance
from the prior decedent. Thus, in thie example above, the insurance
commissions would be considered an item of gross income in. respect
of the deceased widow of the insurance agent. Conforming amend-
ments are contained in subsection (a) (2) and (3) of this section
(corresponding to sec. 126 (a) (2) and (3)) to provide that the term
"transfer" does not include transmission at death to the estate of a
decedent ot to a person entitled to receive an amount by reason of the
death of a decedent or by bequest, devise, or inheritance by the
decedent. Under subsection (a) (3) the character of the income in
the hands of whatever recipient is to be determined as if the recipient
had acquired the amount in the transaction in which the right to
receive the income was originally derived. This makes the existing
principle clearly applicable in cases involving successive decedents.
The second major change in the provisions of the existing law is

contained in subsection (a) (4) of this section which makes installment
obligations items of income in respect of a decedent. This paragraph
replaces the provisions of section 44 (d) of the Internal Revenue Code
of 1939 insofar as that section applies in the case of installment obli-
gations transmitted at death. The requirement of a bond in such
cases has been eliminated and the recipients of payments of install-
ment obligations or the proceeds derived from their sale or satisfaction
at other than face value will be taxed in accordance with the provi-
sions of this section. Subsection (a) (4) provides that if an install-
ment obligation was received by a decedent upon the sale or other
disposition of property and the income from such sale or other dis-
position was properly reportable by the decedent on the installment
basis (see sec. 453), and the obligation is acquired by the decedent's
estate from thle decedent or by any person by reason of the death of
the decedent or by bequest, devise, or inheritance from the decedent,
an amount equal to the excess of thle Iace value of the obligation
over its basis in the hands of the decedent (see sec. 453 (d)) shall be
considered an item of gross income in respect of the decedent. For
the purposes of subsection (a) (2), relating to the amount includible
in income upon the transfer of a right to receive an item of income in
respect of a decedent, subsection (a) (4) provides that the entire
obligation will be considered a right to receive an item of gross income
in respect of the decedent, but that the amount includible in gross
income under subsection (a) (2) shall be reduced by the basis of the
obligation in the hands of the decedent (determined under section
453 (d)). The term "transfer" as used in subsection (a) (2) has
been expanded to include tlhe satisfaction of an installment obligation
at other than face value.
The provisions of subsection (c) of this section correspond to section

126 (c) of the existing law. However, several changes have been made
in these provisions. The first amendment rounds out the basic revision
of existing law to make it applicable -to successive decedents. The
purpose of this amendment is to authorize a deduction in respect of
the estate tax imposed not only upon the estate of the immediate
decedent, but of any prior decedent. This amendment also reflects
the revision in the estate tax law which eliminates the dual tax system
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involved in the imposition of the basic tax and the additional tax.
The second amendment reflected in subsection (c) has been made
to coordinate the provisions of this section with the revised rules
relating.to the income taxation of estates, trusts and beneficiaries.
Where an estate or trust includes in its gross income income in respect
of a decedent but all or a part of such income is paid, credited, or
required to be distributed to a beneficiary of the estate or trust, the
deduction allowable on account of the estate tax attributable to
such income must be allocated between the estate or trust and the
beneficiary. In such cases the estate or trust must compute the
deduction allowable to it under this section by excluding from its
gross income the portion, if any, of the items of income in respect of a
decedent which is paid, credited, or required to be distributed to
beneficiaries during the taxable year. Under existing law items of
income in respect of a decedent distributed by an estate or trust are
ordinarily not includible in gross income of the beneficiary, because
such items represent "corpus" as distinguished from "income" in
the hands of the estate or trust. However, the revised income tax
provisions relating to estates, trusts and beneficiaries generally do
not preserve this distinction for income tax purposes of a beneficiary.
See sections 641-663, inclusive. In order to reflect the revised
approach employed in these sections, the amendment made in sub-
section (c) has been necessary. This amendment carries the same
effective date provisions applicable with respect to the provisions
relating to estates, trusts, and beneficiaries. See section 683 (a).
Under the House bill section 72 (j) provided an additional exclusion

from the income of the survivor annuitant of a joint and survivor
annuity to compensate for the estate tax imposed on the income ele-
ment in the annuity. Your committee has substituted for section
72 (j) a new subsection (d) of this section. Under subsection (d)
where the deceased annuitant died after December 31, 1953, and
after the annuity starting date, a portion of the amounts received by
a surviving anmnuitant, during the period of the surviving annuitant's
life expectancy, are treated, for purposes of the deduction for estate tax
under subsection (c), as though they were amounts of gross income in
respect of a decedent under subsection (a). Such amounts accord-
ingly are to be grouped with other items of income under subsection (a)
for the purpose of determining the estate tax attributable to each item
under subsection (c) (1) (A).
A special computation is required to determine the net value for

estate tax purposes under subsection (c) (2) in the case of annuity
payments to which subsection (d) is applied. The value of such items
is to be computed (A) by determining the excess of the value of the
annuity atthe date of death of the deceased annuitant over the total
amount excludible from the gross income of the surviving annuitant
during his life expectancy period, and (B) by multiplying this figure
by the ratio which the value of the annuity for estate tax purposes
bears to the value of the annuity at the date of death of the deceased
annuitant. The operation of the nile in subsection (c) (1)' (A) and
the reference to the surviving annuitants life expectancy min (d) (1) (B)
will have the effect of spreading the estate tax attributable to the'
net value for estate tax purposes of the annuity over the life of the
survivor in such a way that it will be fully allowed as a deduction
against income if the survivor reaches his life expectancy (determined
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at the date of death of the deceased annuitant). If the survivor
continues to receive tlhe annuity beyond this expectancy period,
there is no further deduction under this section. If the survivor
dies before tllis time there is no compensating adjustment .for the
unused deduction.

Suibsection (d) (3) defines life expectancy period .as the period
)beginning with tlhe first day of the first period for which an amount
is received by tlhe surviving annuitant and ending with the close
of thle taxable year in which his life expectancy terminates. The
life expectancy of the surviving annuitant and his expected return
under the contract are to be computed with reference to actuarial
tables prescribed by the Secretary.
In conformity with the elimination of section 72 (j) reference to such

section in section 691 (c) (2) (B) has been omitted.
Section 692. Income taxes of members of the Armed Forces
This section is identical with section 692 of the House bill and

corresl)onds to section 154 of the 1939 Code, relating to abatement of
tax of deceased members of tlhe Armed Forces. Under existing law,
the provision is applicable only if the decedent dies after June 24,
1950, and before January 1, 1955.
Under this section, no specific termination date is provided and the

benefits of tle section are available with respect to a decedent dying
after June 24, 1950, and during an induction period as defined in
section 112 (c), relating to exclusion of certain combat pay of members
of the Armed Forces. Except for the termination date, the section
is the same as existing law.

SUBCHAPTER K-PARTNERS AND PARTNERSHIPS

PART I-DETERMINATION OF TAX LIA BILITY

Section 701. Partners, not partnership, subject to tax
This section is identical with section 701 of the House bill.
This provision is essentially the same as section 181 of the 1939

Code. It provides that partners are to be liable for income tax only
in their separate or individual capacities. Unlike section 181, it ex-
pressly states, rather than implies, that the partnership as such is not
to be subject to the income tax.
Section 702. Income and credits of partner

This section represents no change in current law and practice. It
incorporates provisions of sections 182, 183 (c), 184, 186, and 189 of
present law. Tlhe provision is substantially the same as section 702 of
the House bill, except for minor technical and clarifying amendments.
Subsection (a) requires each partner, in computing his individual

tax, to take into account separately his distributive share of certain
items of income, deduction, credit, etc., of the partnership. For pur-
poses of applying this subsection, a partner's distributive share of any
item is to be computed in accordance with the provisions of section 704.
Paragraphs (1) through (7) of section (a) specifically require con-

duit treatment with respect to several major items of income, de-
duction, etc. The first three of such paragraphs provided that. each
partner shall treat his distributive share of partnership short-term
and long-term capital gains and losses, and gains and losses from sales
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or exchanges of property subject to the provisions of section 1231
(relating to certain property in a trade or a business and involuntary
conversions), as though realized by the partner separately. Such
gains and losses accordingly are to be added to, or subtracted from,
any items of similar character realized by the partner outside the
partnership.
Under paragraph (4), each partner will treat as a charitable contri-

bution by him his distributive share of charitable contributions made
by the partnership. The partner's distributive share of such chari-
table contributions will be taken into account in applying, at the
individual level, the limitation on charitable deductions.
Under paragraph (5), each partner is credited with his share of any

dividends received by the partnership for purposes of determining his
dividends received credit, the dividends received exclusion, or the
dividends received deduction (in the case of a corporation which is a
member of a partnership). A technical amendment by your commit-
tee to this provision of the House bill makes clear that only dividends
which would qualify for the dividends received credit under section 34
or the dividends received deduction under part VIII of subchapter B
are considered as received by the partners separately under this
paragraph.
Under paragraph (6), taxes paid or accrued by the partnership to a

foreign country or possession of the United States, and with respect to
which the foreign tax credit may be claimed under section 901, are
attributed to the partners individually, in accordance with their
respective share of such taxes. Accordingly, each partner will add his
distributive share of such taxes to any similar taxes paid or accrued
by him individually. The partner then has the option to apply the
total amount of such taxes as a deduction against income, or as a
credit against tax, subject to the limitation on the foreign tax credit.
Paragraph (7) treats partially tax exempt interest on obligations

of the United States or instrumentalities of the United States as

though realized by each partner separately, in accordance with his
distributive share of such income.
Paragraph (8) is a "catch-all" provision.-which authorizes the Secre-

tary or his delegate to prescribe regulations to require each partner
to take into account separately his distributive share of any other
items of income, gain, loss, deduction, or credit, the character of which
would affect the computation of the partner's personal income tax.
For example, partnership gain or loss from gambling operations may
be required to be segregated in order to permit individual partners
to offset personal gambling gains and losses against their shares of
such gains and losses realized by the partnership. Similarly, non-
business income or loss may be required to be segregated for purposes
of applying the net operating loss provisions to the partners separately.
Paragraph (9) provides that the total amount of taxable income or

loss, exclusive of items required to be segregated by other provisions
of this subsection, shall be attributed to each partner in accordance
with his distributive share thereof. In general, the' income or loss
under paragraph (9) corresponds to the so-called "ordinary" partner-
ship income or loss under the provisions of the 1939 Code'.

Subsection (b) contains a "conduit" rule which makes clear that
the character of any item realized by the partnership, and included in
a partner's distributive share, shall be the same as though he had
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realized such item directly, rather than through his membership in a
partnership, from the source from which it was realized by the partner-
ship and in the same manner.

Subsection (c) relates to the determination of a partner's share of the
gross income of a partnership. It will be noted that section 61 (a),
which defines gross income, has been amended by your committee to
make clear that a partner's gross income includes his distributive share
of partnership gross income. However, under subsection (c), the
determination of a partner's share of the gross income of the partner-
ship need not be made annually, but only where the determination of
the partner's individual gross income is required for income tax pur-
poses. For example, a partner is required to include his distributive
share of partnership gross income in computing his individual gross
income for the purpose of determining the necessity of filing a return.
A partner's gross income may also be relevant for other tax purposes,
such as tile application of thle provision permitting the spreading of
income for services rendered over a 3-year period (section 1301), the
amount of gross income received from possessions of the United States,
and the extended period of limitations applicable to deficiencies where
there lhas been an omission of 25 percent of gross income.
Section 703. Partnership computations
Subsection (a) combines provisions of sections 183 and !89 of the

1939 Code, effecting no change in existing law. It states that. the
taxable income of a partnership, although not taxable as such, shall be
computed in the same manner as the taxable income of an individual,
with certain exceptions. The classes of items described in section
702 (a) must be separately stated. In addition, certain deductions
which are applicable only to individuals are not allowed in the com-
put.n.tioni of partnership income. These are the optional standard
deduction, the deduction for personal exemptions, the net operating
loss deduction, and the itemized deductions for individuals provided in
part VII, such as the medical expense deduction.
The House provisions have been amended by your committee to

make clear that partnerships shall not be entitled to deductions for
taxes paid or accrued to foreign countries or possessions of the United
States, or for charitable contributions, since such deductions are
taken by tle partners individually under section 702.
Subsection (b) requires that all elections (other than the election

with respect to foreign taxes) affecting the computation of income
derived from a partnership shall be made by tlhe partnership. Thus,
elections as to methods of accounting, methods of computing deprecia-
tion, the use of the installment sales provision, the option to expense
intangible drilling and development costs, etc., must be made by the
partnership, annd must be applicable to all partners equally. An
exception is mnad( permitting a separate election by each partner to
use his distributive share of taxes paid or accrued by the partnership
to foreign countries and possessions of the United States either as a
credit or as a (deduction. The exception as to foreign taxes does not
constitute a change in existing law, although it eliminates a, possible
interpretation of sections 183 and 186 of the 1939 code which might
permit both the credit to the partners and the deduction to the
partnership.
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Section 704. Partner's distributive share
With the exception of subsection (e), relating to family partnerships,

the provisions of this section are new. However, they are substan-
tially in accord with existing practice.
Subsection (a) provides the general rule that a partner's distributive

share of partnership income, gain, loss, deduction, or credit, is to be
determined by the partnership agreement.

Subsection (b) provides that, where the partnership agreement does
not provide specifically for the manner of sharing one or more of the
items set forth in section 702 (a) (other than paragraph (9) thereof),
then, each partner's distributive share of such item shall be determined
in accordance with his distributive share, as prescribed in the partner-
ship agreement, of partnership income or loss, exclusive of the items
required to be treated separately. In the case of a partnership where
there is a different ratio for sharing income than that, applicable for
sharing losses, the income ratio shall be applicable if the partnership
has taxable income in the particular taxable year, and the loss ratio
shall be applicable in any year in which the partnership has a loss.

Subsection (b) further provides that if the principal purpose of any
provision in the partnership agreement dealing with a partner's dis-
tributive share of a particular item is to avoid or evade the Federal
income tax, the partner's distributive share of that item shall be rede-"
termined in accordance with his distributive share of partnership
income or loss described 'in section 702 (a) (9). For example if the
provisions of a partnership agreement allocate all partnership ioss on
the sale of depreciable property used in trade or business to one
partner, or allocate a greater portion of.foreign tax payments to one
partner while allocating to the other partner or partners an equivalent
amount of partnership loss or deduction of a different nature, such
provisions may be disregarded if the principal purpose is tax avoidance
or evasion. Such items would then be attributed to all the partners
in accordance with the provisions of the partnership agreement for
sharing partnership income or losses generally.

Where, however,a provision in a partnership agreement for a special
allocation of certain items has substantial economic effect and is not
merely a device for reducing the taxes of certain partners without
actually affecting their shares of partnership income, then such a
provision will be recognized for tax purposes. For example, a part-
nership agreement whereby a member of the firm who is resident in
Puerto Rico is to receive a percentage of the income derived from
sources within Puerto Rico which is greater than his distributive share
of partnership income generally, will be recognized for tax purposes.
Similarly, an agreement under which one partner is to receive all tlhe
interest income of the partnership from tax exempt bonds, and the
other partner is to receive all the dividend income from stock, will be
given effect, unless it is a device for the allocation of the interest
exemption without any real economic effect on either partner's share
of the total partnership income.
The provisions of subsection (c) contained in the House bill have

been amended by your committee in several respects. Paragr ph (1)
retains the rule of the House bill that items of depreciation, depletion,
or gain or loss arising with respect to property which has been con-
tributed to the partnership shall ba treated in the same manner M
though such items arose with respect to property purebased by the
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partnership. However, paragraph (2), which hias )becn added by
your commtll, tee, permits the partners to allocate by partnership
agreement items of (depreciation, (depletion, or gain or loss witi
respect to contributed property in order to reflect thle (ihffcrence
between the basis and the value of such property at the time of its
contribution to the partnership. In add(lition paragraph (3), added
l)y your committee, provides that undivided interests in property
;which has I)een contributed to a partnership shall, under certain
conditions, be treated as if tle l)roperty had continued to be held in
undivided interests. Subsection (c), as revised(, deals only with con-
tributed( property. In the case of a transfer of a partnership interest,
the treatment of depreciation, depletion, or gain or loss is determined
under section 743.
Paragraph (1) provides that, except as otherwise provided in para-

graphs (2) and (3), items of income, gain, loss, deduction, or credit
arising with respect to property contributed by a partner shall be
allocate(l among the partners in the same manner as similar items
arising with respect to property purchased l)y the l)artnelrship. For
example, if a partner contributes to a partnership property with an

adjusted basis less than its value at tlhe time of contribution, the gain
upon tlhe sale of such property by the partnership will, under paragraph
(1), )be taxable to each of tlhe partners in accordance with his distribu-
tive share of gains in tlhe identical manner as if the property had been
purchased byl the partnership. Depreciation on contributed property
will also b)c allocated among tlhe partners without regard to whi chl
1)artner contributed the property. This treatment was adopted as the
general rule in the interest of simplification. While tho rule may
result in possible detriment (or gain) to noncontributing partners,
it should )o noted that there will, in general, be a corresponding loss
(or gain) to such partners upon sale or disposition of their interest
in the p)artlershi).
Paragraph (1) may be illustrated as follows:
Assume that A and B form an equal partnership. A contributes

property worth $1,000 with an adjusted basis of $400. B contributes
$1,000 in cash. Under the provisions of section 722, thle basis of A's
partnership interest is $400. The basis of B's interest is $1,000. If
the contributed property depreciates at the annual rate of 10 percent,
tlhe partnership will have an annual depreciation deduction of $40,
which results in a deduction of $20 in computing each partner's
distributive share of partnership income. Thus, at the end of the
first year, the basis of the contributed property will be $360. If the
partnership has no operating income or deductions, each partner
will have a loss of $20. A's basis for his interest will be $380 ($400,
the original basis of his interest, reduced by the loss of $20). B's
basis for his interest will be $980 ($1,000 less than $20).

If the property is sold in the second year of partnership operations
for $900, tlec partnership gain will be $540 ($900, the amount realized,
less the basis of $360). Each partner's share of the $540 gain will be
$270. If we assume that the partnership engaged in no other trans-
actions that year, each partner will have a capital gain of $270 from
the partnership to report. A's basis for his interest will then be
$650 (the basis of $380 increased by the gain of $270). B's basis will
be $1,250 (the basis of $'980 increased by the gain of $270). If the
partnership is then liquidated, and its assets consisting of $1,900 in
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cash are distributed to the partners pro rata, A will have a capital
gain of $300 ($950, the amount received, less $650, the basis of the
interest). B will have a capital loss of $300 (the excess of B's basis,
$1,250, over the amount received, $950).
Under paragraph (2), depreciation, depletion, or gain or loss with

respect to contributed property may, if the partners so provide in the
partnership agreement, be allocated among the partners in a manner
which takes account of the difference between the basis and the fair
market value of contributed property at the time of contribution.
The appreciation or depreciation represented by the difference be-
tween the basis and value of contributed property at the time of
contribution may thus be attributed to the contributing partner
upon a subsequent sale or exchange of the property bytile'partner-
ship. Such appreciation or depreciation may also be used to deter-
mine the amount of depreciation or depletion with respect to such
property allowable to the contributing partner and the non-contribut-
ing partners. In any case, however, the total gain, loss, or deprecia-
tion allocated to the partners may not differ from the amount of gain
or loss realized by the partnership, or the depreciation or depletion
allowable to it. The difference between basis and value represents
under the optional treatment provided in paragraph (2) a postponed
gain or loss to the contributing partner to be realized by him when
such property is sold or which is, in substance amortized by him
annually through the effect or the depreciation or depletion allowances.
Paragraph (2) may be illustrated as follows:
Assume that partners A and B, in the illustration set forth above,

agree to attribute the potential gain represented by the difference
between the basis and the fair market value of the property contributed
to A to the contributor. Since B, who contributed $1,000 in cash,
has, in effect, purchased an undivided half interest in the property
for $500, and since the property depreciates at an annual rate of 10
percent, B should be entitled to a deduction of $50 per year. But
since the partnership is allowed only $40 per year (10 percent of
$400), no more than this amount may be allocated to B. Therefore
the partners agree that the $40 deduction for depreciation is to be
allocated $40 to B and $0 to A, the contributor. At the end of the
first year the basis of the contributed property will: be $360. Since
the $40 deduction is allocated entirely to B, if the partnership has
no operating income or deductions, A will have no gain or loss, and
B will have a loss of $40. A's basis for his interest will remain $400.
B's basis for his interest will be $960 ($1,000, the original basis of his
interest, reduced by the loss of $40).
Assume further that the partners agree that upon .a sale of the

contributed property, the portion of the proceeds attributable to
the excess of its fair market value (as depreciated) over its basis upon
contribution (as depreciated) shall result in gain to the contributing
partner. If .the property is sold in the second year of partnership
operations for $900, the partnership gain of $540 ($900, the amount
realized, less the basis of $360) must be allocated to the partners under
the terms of the agreement. ,The original fair market value of, the
property (as depreciated). is $900 ($1,00Q, original value less $100,
depreciation based on such value). Under the terms of the partner-
ship agreement the difference between the $900 and the basis of the
property, $360, or. $540, represents the portion of the gain to be
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allocate(l to A. None of the gain is allocated to B. (If the property
werCe sold for more than $900, the gaii in excess of $540 would 'be
divid(le( between the partners in accordance with their agreement for
sharing gains, here equally. If the prop)erty were sold for less than
$900, tho entire gain would bo allocated toA and nothing to B.) If
weoIssumetiha tthi e parltne'ship engaged in no other transactions
that year, A will report a capital gain of $540, and B, nogain or loss.
A's basis for his interest will then be $940 ($400, his original basis
incrense(l by the gain of $540). B's basis will be $960 (his original
basis of $960 unchanged by any gain or loss). If the partnership is
thenli quidatc, and its assets, consisting of $1,900 in cash, are dis-
tributitc to the partners pro rata, A will have a capital gain of $10
($950, the amount received, less $940, the basis of his interest). B
will have a capital loss of $10 (the excess of B's basis, $960, over the
amount received, $950).

Paragraph (3) provides for a special allocation among the partners
of items arising with respect to undivided interests in property con-
tril)uted bythe partners to the partnership. Depreciation, depletion,
or gain or loss with respect to such property shall be determined in

t.he same manner as though such undivided interests continued to be
held by thle partners outside of the partnership. This provision is
applicable only in the absence of a partnership agreement providing
otherwise, and only with respect to property contributed to a partner-
ship by all of its partners. Tlhe relative interests of the partners in
the property prior to contribution must be in the same ratio as their
interests in the capital and profits of the partnership subsequent to
contribution. Tlhe rule stated in this paragraph applies both to the
case where partners consciously contribute undivided interests to a

partnership and to the case where owners of undivided interests in
property, by virtue of engaging in business activity, are determined
to b)o a partnership and required to file a partnership information
return.

Paragraph (3) may be illustrated as follows:
A and B are tenants in common owning undivided one-half interests

in real estate consisting of a factory and the land on which the factory
is situated. They each contribute their respective undivided inter-
ests il the real estate to a partnership in which the profits are to be
divided equally and the assets are to be divided equally on dissolu-
tion. It is immaterial whether such a contribution is expressly
made in exchange for interests in a partnership, or whether a partner-
ship is held to exist by virtue of the joint conduct of a business by
A and B. A's basis for his undivided one-half interest is $4,000, of
which $1,000 is allocable to the land and $3,000 to the factory. B's
basis for his undivided one-half interest is $10,000, of which $3,000
is allocable to tlhi land and $7,000 to the factory. The partnership
agreement contains no provision as to the allocation of depreciation
or as to the allocation of gain or loss on a sale of the property by the
partnership. The factory depreciates at a rate of 5 percent a year.
The annual allowance for depreciation to the partnership of $500
(5 percent of $10,000) will be allocated between the partners by
allowing A a deduction of $150 (5 percent of $3,000, his basis for the
factory), and by allowing B a deduction of $350 (5 percent of $7,000,
his basis for the factory). At the end of the first year of partnership
operation, A's basis for his undivided interest in the factory would

382



INTERNAL REVENUE CODE OF 1964

be $2,850 ($3,000 less $150), and B's basis would be $6,650 ($7,000
less $350).

If the partnership, at the end of the first year's operation, sells
the factory and land for $20,000, each partner's share of the gain,
would be determined as follows: Since A's share of the proceeds is
$10,000, and his basis for the contributed property is $3,850 ($1,000
for the land and $2,850 for the factory), his capital gain from the sale
is $6,160. Since B's share of the proceeds is alqo $10,000, and his
basis in the contributed property is $9,650 ($3,000 for the land and
$6,650 for the factory), his capital gain is $350.
The allocation thus illustrated under paragraph (3) also applies if

the partners contribute to the partnership additional property not
held in the form of undivided interests, but only if their interests in
partnership profits and capital correspond with their undivided
interests in property contributed to the partnership. If, for example,
A, by virtue of a further contribution of cash or property to the
partnership, is to receive 60 percent of partnership profits, and B, 40
percent, then, in the absence of a specific agreement, the method of
allocation with respect to depreciation and gain arising from the real
estate, described above, would no longer apply, and such items would
be divided in accordance with the division of partnership income and
loss generally. Of course, if the partners agree at the time of A's
further contribution that depreciation with respect to the real estate
will continue to be allocated in the same manner as it was prior to the
contribution, and that the gain or loss to each partner upon a sale of
such property will be determined in accordance with the basis 6f A's
and B's respective undivided interests, then such an agreement will
be given effect under paragraph (2).

Subsection (d) of the House bill provides a limitation on the amount
of partnership loss, ordinary or capital, allowable to a partner. A
partner's distributive share of such loss will be allowed only to the
extent of the basis of his interest in the partnership at the end of
the partnership taxable year in which the loss occurred. Under the
House bill, the entire loss is to be recognized immediately, and the
amount thereof in excess of the basis of the partner's interest was
treated as a loan from the partnership to the partner. To the extent
that the partner's obligation is canceled by the partnership, section
737 of the House bill provides that the partner will be treated as
having received a distribution in money from the partnership.
Your committee has revised subsection (d) of the House bill to

provide that any loss in excess of the basis of a partner's partnership
interest may be allowed as a deduction only at the end of the partner-
ship year in which the loss is repaid, either directly, or out of future
profits.

Subsection (d), as amended, may be illustrated as follows. Assume
that a partner has a basis of $5(0 for his interest, and his distributive
share of partnership loss is $100. Under the subsection, the partner's
distributive share of the loss would be limited to $50, thereby decreas-
ing the basis of his interest to zero. The remaining $50 loss would
not be recognized, unless the partner makes a further contribution of
$50. If, however, the partner repays the $50 loss to the partnership
out of his share of partnership income for the following year, then the
additional $60 loss will be recognized at the end of the year in which
such repayment is made.
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Subsection (o) contains the family partnership provisions formerly
found in sections 191 and 3797 (a) (2) of the 1939 Code.
Section 705. Determination of basis of partner's interest
The provisions of this section in the House bill have been amended

by technical changes, and by adding an alternative rule, subsection
(6), for determining the bas' of a partner's.interest.
While there are no provisions in the 1939 Code analogous to the

j:rovisions in th s section, the ru es provided are in accord with existing
practice.

Subsection (a) states the general rule for determining the basis of
a partner's interest. Paragraph (1) provides that the unadjusted
basis of a partner's interest in a partnership shall be determined, in
accordance with section 722 (relating to contributions to a partnership)
and section 742 (relating to transfers of partnership interests). ,The
unadjusted basis so determined is to be increased by any further con-
tributions and by the partner's distributive share of partnership tax-
able income (including capital gains), his distributive share of any tax
exempt receipts of the partnership, and the excess of his deduction for
depletion over the basis of his interest in the depletable property.
To the extent that a partnership incurs liabilities, 'etch partner will
be considered, under section 752, to have made a contribution in
money equal to his pro rata share of such liabilities.

Paragraph (2)' provides that the basis of a 'partner's,intrest is'to
be decreased (but not below zero) 'by his distributive share of partner-
ship losses includingg capital 'losses), partnership expenditures which
are neither deductible nor chargeable to capital, and by distributions
to the partner from the partfiership (including the amount of his share
of partnership liabilities discharged). . ,
The adjustments to' the basis of( a partner's interest are necessary

to prevent unintended benefit or detriment to the partners. Thus,
a partner's share of nontaxable income h as exempt income or
depletion allowances in excess of basis) is added to the basis 'of his
interest in -the partnership so that the benefit of such tax-exempt
income will not be lost to the partner. Otherwise, the partner would
eventually incur a capital gain with respect to such amounts.. Simi-
larly, the partner's share of nondeductible expenditures must be
deducted from his basis in order to prevent such amounts from
eventually constituting capital loss to him.

Subsection (b) states an alternative rule for the determination of
the basis of a partner's interest. It permits the Secretary or his
delegate to prescribe the circumstances under which the basis of an
interest may be determined without using the profit and loss method
provided in subsection (a). Under the alternative method, there
would be attributed to each partner a proportionate share of the total
basis of the assets of the partnership. This method of determining
basis will be suitable primarily for simple partnerships. The alterna-
tive rule may also be employed, however, inm the case of more complex
partnerships, to the extent permitted by regulations. In such cases
adjustments would be requiredin order to yield substantially the same
result as the rule stated in subsection (a). For example, ad iustments
would be necessary to reflect any discrepancy in the bass of the part-
nership interests as a result of contributed property, tanafers of
partnership interests, or distributions of property in kind to the
partners.
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Section 706. Taxable years of partner and partnership

Subsection (a) of the Hbuse 'bill 'hd 'y96r committee's, bill'okfe-
sponds to sectio'Ai 188 of the 1939 'Code and 'makes no 'substantive'
change. It requires a partner, 'in cbmputiig: his- individual income
tax to include his distributive share of partnership items 'for any part,
nership year ending within or with his taxable 'year. A partnership
taxable year shall be determined as 'though the partnership were a
taxpayer.
The provision has been amended by your committee by including'a

reference to section:707 (c), in 'order to make, clear' that payments
made to' a partner for services or' for the'use of capital are mncludible
in his income at the samel'time as his distributive share of partnership
income for the partnership yar whdn the payments are made' or
accrued,. namely in'"ithe table year of the partner with or within
which the partnership year ends:.- ~

Subsection (a), as revised by your committee, may be illustrated as
follows':

Partner A is on a calendar 'year while'theip'artner'ship-is oita fiscal
year ending June 30.. 'A recdiiVes paifii6hts regularly' during' ttle part-
nership /ye'. ending, Jun''30, 19566,' rpresintlig 'a guarantee' "salary
and guiXarant'ed'ba'menhtsfor,.the tise'. f capitl loaned 'to'tiepartn-
ship. During this' partnership'fiscal'year, half fof the 'ta amount
paidto'htiis received befween'July aDec ber 155'The
other half is received between January 1 and July 31',1996'"! The'en'-
tireamoniiit receelved' i oudible 'm s'X `rquktiuii for ti e' iilidar'yar
ending December 3 1'95,'alon with isdIBit e e of part
ners ipincomeh arnerhp y d inc3 f'

SubseCion'6 (b)"a( aso be6en'amelidd $order

of thbe' ecret'ti' or his' delegatet. ;It7 i4'falso ciaiig^'&At 'ord'adobt
taxable y;i" oF'its'-obn s'ldectio lfjthprmciil aIrtris^i^ ' o''the
samthe taii'ableyeaotr sii taneously'fanget the' sae'ta~kieger;h
pitil rly,ta 'Hcit aie

that heee'orrd'iieriitHout ' e
change oftaxable'pear.by'artnersoipdma besubp'oect'';to'a fis'lye oitad
rehlati-iadplic~bl.
hithhepricipl partnersia s fid6ictep ameit 4tpieairw^it p'rtii;
tp, ataxablptrA-fi~~,-44 ;66'ifi^^iA

,, .",or i (jiJ'e'dbl6-fno'ujrP.

Spuvisriulaeparelakdtthe's o i.... r'4yfmpl8,irajpiin.yepwAQ'fCOiSS!tliSui ciorulrelaiuhoI-^o*0
4'qi~'":'h'b;~',fi~

ship,or~h~~t~tfit'm'ar(!~'0'.?~"~?.:o,/sp:':p~-:'e;t:,'i~:i~:
to0.4a.be/4erohr:tan it:.'ihep1'E1:hP.'1b"Iigo. t ".ehf6"
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Paragraph (1) provides that, as a general rule, the taxable year of
a partnership shall not, unless the partnership agreement otherwise
provides, close as the result of the death of a partner, the addition
of a new partner, or the liquidation or the sale or exchange of a

partner'sinterest.
Paragraph (2) provides that, in the case of a partner whose entire

interest is liquidated, or sold or exchanged, the taxable year of the
partnership shall close with respect to such a partner. The partner's
distributive share of itemsIll described in section 702 (a) with respect to
the short partnership taxable year shall be determined under regula-
tions. However, in the case of a partner who dies, the partnership.
taxable year shall not close with respect to such partner prior to the
end of the normal partnership year, unless (1) the deceased partner's
interest is liquidated before that date, and (2) the partnership agree-
ment provides that the partnership year will close with respect to the
deceased partner on such a liquidation.
The closing of the partnership taxable year under paragraph (2)

occurs only in the case of a partner who.no longer retains any inter-
est in the partnership. If a partner's interest is merely reduced, the
partnership year with respect to, that partner will continue. His dis-
tributive share of partnership items required to be included by him
in accordance with section 702 (a) will be determined by taking into
account the fact that his profits interest may have varied during the
partnership) taxable year.
The application of these .provisions in the case of the death' of a

partner may be summarized as follows. The partnership taxable year
will continue to its normal conclusionboth for the remaining partners
and with respect to the decedent partner. The last return of the
decedent partner will include only his share of partnership income for
the partnership taxable year ending with or within the. last taxable
year of the decedent partner. The income of the succeeding partner-
ship taxable year which is attributable to the interest of the decedent
in the partnership. will be includible in the return of his estate or
successor in interest. In general, the same rule applies, except as
modified by the partnership agreement,. where the interest of the
decedent partner in the partnership is liquidated in connection with
his death.

If, however, the partnership is terminated, the taxable year of the
partnership will close with respect to all the partners. The termma-
tion of a partnership is defined in section 708 (b).
Section 707. Transactions between partner and partnership

Subsection (a) provides the general rule that a partner who en-
gages in a transaction with the partnership, other than in his capacity
as a partneI, shall be treated as though he were an outsider, Such
transactions include the sale of property by the partner fto the part-
nership, the purchase of property by the partner from the partnership,
and the rendering of services by the partner to the partnership or
by the partnership to the partner. Transactions inYvlving contr-
butions of money or' property to'the partnership by the partner, or
distributions of money or property by the partnership to the partner
are not governed by this section, .

Subsection (b) provides an exception to the general rule in 'the
case of sales of property between the partnership and a controlling
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partner which is designed to prevent tax avoidance through the reai-
zation of fictitious losses or incre,asng the basis of property forpurposes
of depreciation. The provisions of the Hos bill, however, have been
amended by your committee by,adopting the: rules comparable to
those ,which are applicable in -thg case of Bales of property between
corporations and controlling hareholders under sections 267.and 1240,
Under paragraph (1), deductions for lossemi on the;sale or exchange

of property, directly or indirectly, between a.partnership and a .partner
owning, directly for indirectly, more than,, 60 percent of the capital
or profits interest,ini such. partnersip,sare allowed Slmilarly,
losses from sales of, property, between. two partnerships in which the
same person own directly or inldirectly,0more than 60 percent of the
capital or profits interests aro alloweded' i, '.
Where a loss is disallowed under paragraph (1), ,the;last sentence

of paaragraph (1) provides that section 267 (d) shall beeapplicable as
though the, ltss, were disallowed under section 267,(a) (:), Aicord-
ingly, when the purchaser'f. .he property with respect to;which:the
loss was disallo"wed bsquently sells or disposesio, such property,
gain shall le recognized. 1ly;,', the extent, it eeeds the disallowed
lossproperly allocable to the property;!.'. ..:,,,;, :. ., ;,;.i,,
,.Para.rap(2) proyids t ..tp6oniai, pr e change, directly or

indirectly; of prkoprty),Whichl n.thehands. of ,the rsf^eeeis,dep ci -
able prope,rty, nv.en stock inmrad, or any,other ptmperty w
is not a.capitl.'asst, Wany:gaim,,',ecgaid . be,oinygain,g ,I
the, sale or exchange ta s plac, between,a)paretne^ip, ad:, ner
owning, direct.Y, or indir, tly. ..opre?;n,0.p1~rtn,fTftle!cpiia
or profits, interest:, Suchh p ntrhip' oi^ between ,tp;, partiei'arhip0
in which the same persons own, direct y or indirectly, mpre tn 80
percent of; the capiotal,or prmti interess,,in 'each patneip, ..

Paragraph (.).prpd tf.!p8,9,,fp'.:.sp)ragp (2)
the:ownership of a .capital;Prprqnfits iiterestina partnershipip; to be
determined in accordance ,With the rules relating to the determination
of stock ownership provided in section 267 (c) othertan paragraph
(3) thereof.. .Subsection.(c). prvi4s a' rul.e with' 'repet,'to'guaranteed pay ients
to members of a partncerslip. A partner who renders services to the
partnership for a fixedsalary;_payble without 'reid''' partnership
income, shall be treated, to the extent of such amount.. as one who is
not a partner, andi'the"partn'lhip'.llbc",W&da'Zactioi'f!di'a
business expenses. The 'amduntt ofn i hetlt sall be mincllude in
the partner's gross income, andsall not b consider^dladi.tntito
share of 'partership income 6r A'pai: tn i' who is 'juar htitd a
minihiium^anniual^io'Unt'fo his s'rvic' shall be're"ted-as 'ecei1g
a'fixedp'Pyient 'tmha'tfsi;tit.I;<^ ,̂ \ .' ', f
The Hospise'/wroe'iio^i'i-.''^,ndedi'.b::yo")? .ili'*tt'.c''dbthe same treatieitie'ias thiit'pr'vied'i'the case'ofii'guianit illi

to payments for the us f' cfpl to tJh;,tzt0rty
determi ned- wthoi''reg to. Itld: be
nowd, 'thal Wu;pent Awjiet ihrf6s'sezuv" the, 4of
capital wi'q, i*ew"ijblI.iMi recipient i etuiotkta^lyear'wit 9r th..',h thepamersiyi¢." Wi'the payet
was made, o,r, acru,,ede,&.
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Section 708. Continuation of a partnership
This section is essentially the same as section 761 (e) of the House

bill with minor additions.
Subsection (a), which has been added by your committee, makes

clear that a partnership will be considered as continuing until such
time as it is deemed terminated under section 708 (b). Subsection
(a) has general application for purposes of subchapter K.

Subsection (b) is, with minor technical changes, essentially the same
as section 761 (e) of the House bill. Paragraph (1) provides that a
partnership shall be deemed terminated only if no part of the business,
financial operations, or ventures of the partnership continue to be
carried on by the partners in any partnership, or if, within a
12-month period, there is a sale or disposition of 50 percent or more
of the total interest in partnership capital'or the total interest in
partnership profits.

Paragraph (2) provides rules applicable to mergers or divlsbong of
partnerships. When two partnerships merge or consolidate, 'the
resulting partnership shall be considered a continuation of the orig-
inal partnership, the members of which own an interest of more than
50 percent in the capital or the profits of the resulting partnership:
When a partnership is divided into two.or more partnerships,. all
resulting partnerships shall, for the purpose of applying 'the general
rule for termination of a partnership, be' considered a continuation of
the partnership existing before the division. However, any o6 the
resulting partnerships whose members had held a combined interest
in the original partnership of 50 percent or less in such partnershliip's
capital or profits shall not be treated as a continuation of the original
partnership.

Subsection (c) makes clear that termination of a partnership 'is
optional, and that partnerships qualifying' under subsection (b) to
be terminated may elect, subject to regulations to be prescribed by
the Secretary or his delegate, to be considered as continuing in
existence.

PART II-CONTRIBUTIONS, DISTRIBUTIONS AND TRANSFERS
SUBPART A-CONTRIBUTIONS TO A PARTNERSHIP

Section 721. Nonrecognition of gain or loss on contribution
This, section, which is identical with the House provisions: codifiea

existing case law -and makes clear that no gain or loss shall be recog-
nized either to the partnership or to any of its partners upon a con-
tribution of property to the partnership in exchange for a partnership
interest. This rule is to apply both in the case of a contribution to a
partnership in the process of formation, and in the case of contribution
to a partnership which is already formed and operating.
Section 722. Basis of contriuting partter' interest

This section, which is identical with e House provisions, corre-
sponds to present practice and 'provides that the basis oft partner's
interest acquired in exchange for a contribution ofproperty, including
money, to the partnership shall be the amount of thoe money con-
tributed plus the adjusted basis to the contributing partner of any
property contributed.
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Section 723. Basis of property contributed to partnership .
This provision, whih is identical with .the House provisip.s, corre-

sponds to the first sentence of section 113 (a) '(1);of the 1939 Code.
It provides that the basis to the partnership of property contributed by
a partner shall be the adjusted basis of such property in the hands of
the contributing partner at the time of the contribution. That'portion
of-section 113 .(a) (13) which requires that tli( basis of contributed
property be increased in the amount of gain or decreased in the amount
of loss recognized to the transferor upon such a transfer has been
omitted because no gain or loss is recognized in such a transaction.

SUBPART B-DISTRIBUiIONS BY A PARTNERSHIP

Section 731. Extett of recognition. of gain or loss on distributiOn
This sectionshots forth the rules for the 'recognition of gain or loss

upon distributions of money and property by the partnership to a
partner. Ordinarily, no gain or loss is recognized upon such a. dis-
tributdon. :-
Where money'is distributed, no gain will t/ reco6'iz'd' ,the dis-

tributee partner, except'to thi extent, that suichdistribiiti6n exceeds
the basis of his interest in the partnership'.!This "l'ifin accord with
present practice, and 'isaapplidcable idc'ureit'ditritiions as well as
disttibutioi'i- eicha&fige foi WI or 'part'of the distiibutee partner's
interest (i. e.,com'letorpart.:hudtns,,.:. -

Loss, 6n the othe:hand, is b'be re ned the tribute
partner ony upon qdatnof his entieinthrest m' the par'tnue-
sithe''beiqeuetzehit fitifirwhose'intresisbeisohg

iquida ' tt exit that.lis'e of his interest exceedstie
amountotf idfioey received y himn(au'miithegi s no opert)
The&tien^t ini th6 flousai" ovisibff distiilb'i'tion'0fp'p'er4

was revised,t 'rediea to ai'imtuim the cases involving recoition
of 'gan'0 lo '.''
Under subsecion'(a:(l) of yduir committee' abill ,ali WillJbe reco-'

nized to . distsrifutee:"ni'"rto'il :t:'':te":nt'ti"atth"e'.o..y"di
trbut·d exes.the'trsis 'of h.is' mtires' e rtIne1ih;t':Tp.
rule'is' aicapSl' bo:.I'tJ:rtoq'^ufreit:d t and,W'disti'in in
liquidation oi.-iitF'eit.':Thi' sifa"pr wid " l 'fhis
rineest oIf$ bb)00iive8 a dlstriutiOn of "6inia d E t }ty
within a Value of *fo gau isrc e f fi fdistribu d;gtalf!-oui'Dteio'I e t:etxienx':6fi$l '. :
Under stub'it'(B)''oSii;w'*bpireeo'z''"'"'"'t'idonly if there is a comneplte liquidation.'" thie iait'ir's' in'tDst:ifi ;the

partnership, 'and if the property distributeddons y .of, cash,
unrealizedlrecival!.es or,iwnen't items..i such'ca.e,ethe amount
of the loss e :ogized 'hall ,;be th.: excess of theibasis uc per
interest in the, partnership:over the am" 't, of awy;u t. str.bted
and thei bl itohi..h.icb. isor-naI a
partnershp)'d any 're d 6i, O"eeivtyfi OtwyT
if a par.er se .ss for h. par p stis
from.:t:ihe;pitei hjp e ieving,0pg
miVentory itemsWtk!a basi to"te pa .
$2j000 -wiw b.recogmizedlto ft rt t
ufirtioed i $..,W. h '$
it.4sat i, late, to , the we:Q. to the;extentoo QIL36O,'y-i;
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$2,000 is allowed as a loss. If the partner whose interest is liquidated
receives any property other than unrealized receivables or inventory
items, then no loss will be recognized.
Gain or loss recognized under subsection (a) will be treated as gain

or loss from the sale or exchange of the distributee's partnership
.interest, that is, capital gain or loss.

Subsection (b) provides that, as a general rule, no gain or loss is to
be recognized to the partnership as the result of a distribution to a
partner of property or money.

Subsection (c) states that the treatment provided in section 731
shall not be applicable to the extent otherwise provided in section 736,
which relates to payments to a retiring partner or a deceased partner's
successor in interest. For example, payments under section 736 (a)
which are not attributable to the retiring or deceased partner's interest
in partnership property follow the rules of section 736 (a) rather than
section 731.

Subsection (c) further provides that section 731 shall not be appli-
cable to the extent otherwise provided by section 751. It will be
observed that section 751 (b) provides for the recognition of ordinary
income to the distributed to the extent that money or property is
received from the partnership in exchange for his interest in the
unrealized'receivables or inventory items of the partnership Section
751 (b) also applies special rules to the distribute if 'he receives
unrealized receivables or inventory items in exchange for his interest
in other partnership property.

tIf the distributee partner is obligated to repay the amount ofmoney
or the value of'property withdrawn by him the partnership, the
distribtion is not subject 'to the rules of section 731 but is treated as
a loan from the partnership in accordance with the provisions of sec-
tion 707 (a). Where' property is distributedarid the distributed is
obligated to repay its value in money, the transaction is a credit sale
by the partnership under that 'section. To the extent that such an

obligation is canceledt the obligor partner will be considered to have
received a distribution of money. Section 737 of the House bill sets
forth in the statute the rules dealing with distributions considered as
loans to a partner. This section has been omitted from your com-
mittee's bill because of the treatment now provided for losses under
section 704 (d). The other principles expressed i n 737 apply
automatically under section 707 (a)' which treats a partner engaging
in a transaction with a partnership, other than in his capacity as a

partner, as if he were an outsider.
Section 732. Basis of distributed property other than money.
The provisions of the House bill have been substantially amended

by your committee with respect to the determination of the basis of
property distributed to a partner. :

Subsection (a) prescribes the basis rules for distributions other than
in liquidation of a partOer's interest. This includes 'both 'currmt
distributions;i. e., distributions of earnings, and distributionsi.
partial liquidation of 'the distriDti ee's interest 'in partnership capital
or profits. This provision differ from' the analogous provision in the
second sentence of section 113 (a) (13) of the 1939 Code which pro-
vides that'the basis of proEerty ditributed in kind shall be such part
of the basis of the distributee's interest in the partnership s is
properly allocable to such property.
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Under subsection (a), the unadjusted basis of property received in
a distribution by a partnorshi 'toIa partner, other than in llqiiidati6n
of his' interest, shall be its basis'in the hands of the partne'rship"im-
mediately before the distribution. This carry-over basis rule is sub-
ject to the limitation provided in subsection '(a) (2), which states'that
the basis of distributed prdpertyto the distribute may not exceed
the basis of. his interest in the partnership (reduced by the amount
of any money received by him in the same transaction).
The limitation contained in subsection (a) (2) may be illustrated

as follows:
Partner A has a basis of $10 000' for his partnership interest; He

receivesa distribution, other than in liquidationn of his' interest, of
$4,000 in cash, and property with a basis to the partnership'of $8,000.
The basis to tihe partner of theft distributed property is $6;,000 :($10000
the basis 'f hisminterest.reduced by $4,000, the cash distributed).

Subsection (b)'prescribes the'basis rules for distributions in liquida-
tion of partner's interest. The basis to tfie distribu tee of property
other than money, distributed to him in liquidation of his interest shall
be the basis of his interesttihe partnership 'less any money received
by him from tthe partnership m, the saetransaction ','Subsction (c) sets forth 'the 'method :for allocating the basis to be
assigned' to distributed property in those cases 'Where the carryover
basis rule is not applicable.; The aClo66tion rules' bOf sbsectio,,(c)apply :to distributions in liquidation of an interest-,(subsection (b))
andIto nonnliqiidating distributions', subject- to, the 'limitation ih
subsection fa)(2) ',' I i ; '. **') ''::;.,
Under subsection .(c) (1.), the basis tolbe'allocated to the' distributed

property (o'th'er 'than money)-is!to!be filfst applied to'any'unrealized
receivables '(dfinedl in sec; 751"()) arid inventory items (defined in
se. 751 (d) (2)) 'distributed by the partnership. Jn no caset however
may such property take a,higher basis in the hardsof the' distributed
than its basis 'to' the partneahip immediately prior to distribution.
Where the amount of Obasis to be allocated to the distributed properties
under Subsection (c) (1)',is less than' the ;total'basis' of the 'distibute
unrealized recivables and mventory 'items' to :the:paktnerhip, the
allocation is to be made 'to 'such propertiesd'proportion to the bitis
of such propertiesin the hands of the partnership-.;: .;i ,̂':

Under subsection .(c) (2),. any basis not ippli"d toi;hraliied iv-
ables or inventory items under subbection6 ():(i1)8shallbe applied to
other partnership properties received in the distfibutiohn The lbasis
shall be allocated 'to such properties:ia proportionto; their respec. ive
bases in tho hands'of. the partnership.i If ino ppt other ;'than
unrealized receivables or inventoryditemsas distibuted in' & liquidit-
ing distribution" thoe basis not.applicable to such property results in
capital- loss'.th ;.e.Subsectio4 (d); provide:?special?dle for the 'etnrmiiati6onof the
basis of distribute pi'opep im the.i .o.tpaar.W o au all
or a' partof.his interest ;by transfer, inladiga trtisfer,by/purchase
or upon the death of a partner. Under tis subsecion, the tra.iferee
may,,i,,.the ;caee of a;ditribution maWm '.i'in, ii year,'eai e?:itehacquisition of such interest.elect under '.tons.oL' oi the
basis the pairtnei pof ote ,ribuity p.on .the
biuis of hishptiyeret'(auirt byWti hfeh) i^" att ibutib
sucrproperty and to property i whic he relinquiahed an .-eret i.
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connection with such distribution. 'he special basis provided in this
subsection is treated as the basis of the distributed property to the
partnership for the purpose of applying the carryover rule in sub-
section (a), the substituted basis rule in subsection (b), and the
allocation rules of subsection (c).

Subsection (o) states an exception to the rules of. section 732 in the
case of distributions treated as a sale or exchange of property under
section 751 (b), relating to unrealized receivables and.inventory items.

Subsections (c) and (d) of this section may be illustrated as follows:
The basis to a partner of his interest in the partnership is $17,000.

He receives a distribution from the partnership in liquidation of his
partnership interest of $2,000 in cash, inventory with a basis to the
partnership of $3,000 property A, a capital asset with a basis of
$2 000, property B, a depreciable asset with a basis of $4,00.
Under subsection (b), the basis to be allocated to' the property is

$17,000, the basis of the partner's interest, less $2,000, the money
distributed, or $15,000. This amount is allocated first to inventory
in an amount equal to its adjusted basis to the partnership. 'Thus,
the basis of the inventory to the distributee partner is $3,000. This
leaves $12,000 to be allocated to the capital and depreciable assets in
proportion to their adjusted bases to the.partnership. Since the basis
of property A is $2,000, and that of property B is $4,000, the $12,000
is allocated $4,000 to A and $8,000 to B. '

Assume that the retiring partner in the above illustration is a tranis-
feree partner who acquired a'half interest in the partnership by
purchase. At the-time he acquired such interest, the partnership
inventory had appreciated in value and was worth $20,000. As a
result, $10,000 of the amount paid by the transferee for his interest in
the partnership was attributable to such inventory., Assume further
that the transferee partner's interest is liquidated within 2 years after
the purchase and he can show that 60 percent of the partnership
inventory present at the time of the transfer is still owned by the.
partnership. Thus, $6,000 (60 percent of $10,000) is attributable to
his interest in such partnership inventory .- Under subsection (d), the
amount which is attributable to the distributed inventory and :to the
balance'of the partnership inventory in which the retiring partner has
relinquished his.interest as the result of his retirement, may be treated
as the basis to the partnership of the distributed inventory for purposes
of applying subsections (a), (b), and (c).
The transferee 'partner's basis of his interest, $17,000 less cash

received, $2,000, or$1i,000, will be allocated among the assets
received as follows: The basis of the inventory is:$6,000, tlie portion
of his basis attributable to inventory owned by the partnership at the
time he purchased the interest. This leaves $90000 to be allocated to
the remaining distributed property in proportion to their adjusted
bases to the partnership. Since the basis th the partnership of property
A is $2,000, and that of property B, $4,000, the $9,000 is allocated
$3,000 to A, and $6;000 to B. If the partnershiphad acquired other
inventory subsequent to the-purchase of the interest, the basis 'of
such inventory to the distributed would be its basis to the partnership
under the rules of section 732(c). ,
The regulations may require the application of subsection (d):where

there is a distribution to a transferee partner, whether or not:xnde
within 2 years after he 'acquires' his interest, if the fair market value
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of' the property (other than money) received by him exceeds 110
percent of its adjusted basis to Ahe partnership at.the time the distri-
bution is made. This application of subsection (d) may be illustrated
as follows:

Partnership AB owns 2 parcels of land which have a basis to' the
partnership of $5,000 each and are worth $556,000 each, and depre-
ciable property with a basis and value of $90,000. C purchases A's
partnership interest for' $100,000, and shortly thereafter the partner-
ship is dissolved. C receives 1! of the 2 parcels of land w-hich had' a
basis to the partnership, of $5,000 and half the depreciable property
which had a basis' to the partnership of $45,000. . If C's basis for his
interest,! $100,000,.were allocated to the properties received by him
in proportion to their respective bases to the partnersbip,'the 'basis
to him for the distributed land would,' be $10,000 and the basis bf
the ;depreciable;propertywould be $90;000. As a result, C would,
in effect, apply as the basis of depreciable property the amount which
he had paid for nondepreciable property. To' prevent this result,
the regulations may: require- to allocate to the land' that portion
of the basis of.his interest 'properly allocable' thereto, $55,000. The
depreciable property will then take a basis of$45,000..
Sectin 78S. Ba i -fdiribkte- p tr'siet1,;
This proyision which is. identical toa ectiq^ f he u i,

prescribes; the adjstenits-'to' be' i e in the b'asisoh',i interest
of a,partnere receiving a; distribution froa. the! partnership' The
basis, OJf his'initerest is'to be ,re.du.ced' by'ythe .o.,it'o6f.money,iis-
t4idutedjti im and .e amnnt of the uiadjiisted A's- to hi of
any property' other than money received as a distribution' Tie
method of determning the unadusted basis of such property is pre-
scribed .s ti 732. ./,. , '.,' "'. .

Sectixon 784. Optional adjustment to ba8is of undistributed partnership
Under current practice, a partnership is not permitted t,,adjust the

bais f remainimg, prtnership pioperty after hving'ma4 adiAfribui-
tlon of part .ofits property tia partner 'if,'.foioexampe,,..i. e
with, a basis of }!,000, t, the,pagers.'hip i's.4Kt~liubidh^j t5a:i/'ne.r,andtnd ist',,buef uiderie'"on!(,):(l3)o"'ft''3.requii, totpke thatprotpert

,
a,an. utenadjused bausi :f $ff,0Q,' the

assets re n th p tershieia e 'not iSesd 'td prevent the

.ndera.e'.pron ey,9..of pla, te Tpa.tnsp a :requiredto, neitethedbaspo is tofu stitebd .t'ine.rshgpatJ.etnm.er mo

e-e'..qd`.o"tsd ,ni.t.'t.e,rse.i , itisn'.,,w,-b 8fi.ie'tido.its,~ot...e,p .~.mm'~.t.sp;e!t:..~e. ..mt mV, ot;t ,ep¢ o. t hthe
addst toa3sut.i' 'p"9l
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of a partner's interest and the adjusted basis of such assets to the
partnership prior to the distribution.

Subsection (a) sets forth the general rule that there shall be no
adjustment to the remaining assets of the partnership as the result
of a distribution of property to a partner by the partnership unless
the election provided in section 754 to make such an adjustment is
ill effect.
Where the election provided in section 754 is in effect, however, the

basis of the remaining partnership assets is increased under subsection
(b) (2) by tlhe amount of any gain recognized by the distributed
partners under section 731 (a) (1). The basis of the remaining part-
nership assets is also increased by any excess of the adjusted basis to
the partnership of any property distributed over the basis to the
distributee of such property under section 732.

Conversely, under subsection (b) (2) a partnership subject to the
election under section 754 must decrease the basis of the remaining
partnership assets by the amount of any loss 'recognized by the dis-
tributee partner under section 731 (a) (2).lThe basis of the remaining
partnership assets must also be decreased by any excess of the basis
to the distributed of any property distributed to a retiring partner over
the adjusted basis of such property to the partnership immediately
before the distribution.

It should be noted that an increase in' the basis .f remaining partner-
ship properties may occur as the result of a distribution which 'may or

may not result in the liquidation of the distributed's interest in the
partnership. A decrease in the basis of remaining partnership assets
may result only where there has been a distribution in liquidation of
a partner's intieret.

Subsection (c) is a cross reference to section 765 whichsets 'forth
the manner in which^ the increases or decreases inthe basis' of the re-
maining partnership assets are to be allocated among such assets.
Section 735. Character of gain or loss on disposition of distributed

property
This section' is identical with section 735 of the House bill except

for technical changes,
Subsection (a)- prevents a partner from realizing a capital gain on

the sale of property distributed tohim by the partnership, if the sale
of such property by the partnership would have resulted in the realiza-
tion of ordinary income. Similarly, in the'ca'se of a loss on the dis-
position of such distributed property by the distribute partner, such
loss will be an ordinary loss. The provision is applicable to two
types of property. When-a partner receives a distribution of un-
realized receivables (as defined in sec. 751 (c))' any gain'or loss realized
by-him on the disposition of such property will be ordinary gain orloss.
When a partner receives a distribution of inventory items (as defined
in sec. 751 ^(d) (2)), any gain or loss realized by him on 'he disposition
of such property will be ordinary income, or. loss 'if the property is
disposed of within 5 years from the date of the distribution.. If an
inventory item is held beyond thatperiod, capital gain or loss will be
realized upon it's disposition, if such property is then a capital asset
in the hands of such taxpayer.

Subsection (b) sets forth a rule for ascertaining the holding period,
for any purpose other than the 5-year rule prescribed in subsection
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(a), of property distributed to a partner by a partnership. The
distributee partner's holding period is to include the holding period
of the partnership for such property. If the property has been
contributed to the partnership by a partner, then the period that the
property was held by such partner will also be included.
Section 786. Payments to a retiring partner or a deceased partner's

successor in interest
This section provides rules for the treatment of payments made to

a retiring partner or to the estate, heir, or other successor in interest of
a deceased partner.. Several amendments have been made to the
House' provisions, the most important of which is the elimination of the
5-year limitation on the treatment of such payments as a distributive
share of pa'rtno'rship income or a guaranteed' payment;

Subsection (a), as revised by your committee provides that pay-
ments in liquidation of the interest of a retiring partner or a deceased
partner shall, except for payments described in subsection (b), be
treated as a distributive share of partnership income, or as a guaranteed
payment under'section 707. (c). -.In either case,' the amounts subject
to subsection (a) will be treated as taxable income to the'recipient and
will not' be taxable to the remaining partners.. There.is ,no limitation
on the period of time during which such payments may be wmnade.
Payments under subsection (a), however, do not include'any amounts
which are treated under subsection (b) as payments in exchange for
an interest in partnership property... ...

Subsection b) provides that the portion of the amounts paid which
are' attributable to the.value' of the recipivnt's'interestin thepartner-
ship property shall be treated as a distribution by the parthtiehip
under'the general provisions of this subpart with respect to distribu-
tions. The amount so treated shall not be, treated as a distributive
share of partnership income t', the' distributee,and shall'n'6t serve to
reduce the amount of the distributive shares of;the remaining partners.

Special rules are provided in subsection (b).(2) so as to exclude cer-
tain items from the application of subsection (b). Thus, payments for
an interesting partnershipproperty .under subsecti6nb(b):do not include
amounts paid for unrealized receivables of the partnership," Also;ex-
cluded from subsection6(b) are payments for an:mterest'inpar'nersbip
goodwill; except to the extent'ta 'thte ,partnership 'agreement pro-
vides for payments with respect'to.goodwill.* Where the partnership
agreement provides for payments with 'espect' togood"wil, such pay-
ments-may not exceed the reasonable 'value bf the partner s share of
partnership goodwill. ,. ..' .... .' .. .!'.,: ., ':. '.'

Payments under section 736 (a), including payments to a retiring or
deceased partner's successor with respectitO unrealized receivables,
are not subject to the rules of section, 761i'inasmuch asspainenhts
described in section736a'(a) are' taable'a':oriniary inme' to Ithe
recipient. However, w'hrelie' portionof the amount paid'to'retiring
partneror deceased part'ners uccessor- iimter istttiitlutble to
the value of suchprtaei'esmtresinterst mi4ent '.,ifies O..fthie'paiaesr-ship which havei substan'aially appreiated value, such:ayme/its are
subject to' section 736 (b) and' th rules provided in section 751: (b)
will apply. '' '' '"

48599'-54--.2
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This section may bo illustrated as follows:
Partnership ABC is a personal service partnership and its balance

sheet is as follows:

Assets Labillltes and capital

Adjusted Market Adjusted Market
basis value basis value

Cash.............................. $13,000 $13,000 Liabilities................. $3, 000 $3,000
Accounts receivable............... 0 30,000 Capital:
Fixed assets............ ........ 20,000 23,000 A..................... 10,000 21,000

.................... 10,000 21,0(00
0..................... 10,000 21,000

.'ohl..................... 33,000 60,000 Total............... 33,000 66,000

Partner A retires from the partnership in accordance with an agree-
ment whereby lie is to receive $10,000 a year for 3 years, a total of
$30,000, for his partnership interest. The value of A's capital interest
in the partnership, for purposes of section 736 (b), is $12,;00 (one-third
of $36,000, the sum of $13,000 cash and $23,000, the fair market value
of fixed assets). The accounts receivable (unrealized receivables) are
not included in A's capital interest in the partnership under section
736 (b). Since the basis of A's interest is $11,000 ($10,000, the basis
of his capital investment, plus $1,000, his share of partnership liabili-
ties), hoe will realize a capital gain of $1,000 on the sale of his interest
in partnership property. The balance to be received by him, $18,000,
constitutes'payments under section 736 (a) and is taxable to A as
ordinary income. - .

The $10,000 A receives in each of the 3 years would ordinarily be
allocated as follows: $4,000, payments for the capital interest (one-
third of the total payment of $12,000 for the capital interest), and the
balance $6,000, payments under section 736 (a). Of the:$4,000 attrib-
utable to A's capital interest, $333 is capital gain (one-third of the total
capital gain of $1,000), and $3,667 is return of capital. The partner-
ship will be entitled to a deduction under section 736 (a) (2) of $6,000
during each of the 3 years.

If the agreement between the partners provided for payments to A
for 3 years of a percentage of annual income instead of a fixed amount,
a portion of each payment, 'determined under regulations, would be
treated as paid for A's capital interest, based upon its $12,000 value at
the time of his retirement. The balance would be treated as a dis-
tributive share of partnership income to A under section 736 (a) (1).
SUBPART C-TRANSFERS OF INTERESTS IN A PARTNERSHIP

Section 741. 'Recognition and character of gain or loss on sale or exchange
Except for technical am endments this section correspond to: the

House provision. It provides tlat the sae or exchange by a partner of
his interest in the partnership shall be treated generally as the sale or
exchange of a capital asset. AnyWgainor loss Salia be treated as
capital gain or los usnlesthe partnerhp has unreal,zreceivable',
or inventory items which have substantially appreciated in value As
defined in section 751. If section 751 is applicable, a portion, of the
gain or loss shall be treated as ordinary income or loss.

9.869604064
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Section 742. Basis of transferee partner'8 interest
Except for technical amendments, this section corresponds to the

House provision. It provides that, in general, the unadjusted basis to
a transferee partner of an interest in a partnership shall be determined
under the basis rules for property provided by part II of subchapter
0 (sec. 1011 and following). For example, the basis of a purchased
interest will be its cost, and the basis of an interest transferred upon
the death of a partner will be the fair market value of the interest at
death or the optional valuation date.
Section 743. 'Optional adjustments to basis of partnership property
This section contains several amendments, both substantive and

technical, to section 743 of the House bill. Your committee's bill
provides that, with certain exceptions, the adjustment to the basis of
partnership assets will affect only the transferee partner. In addition,
the House provisions with respect to the allocation pf basis adjust-
ments among the, partnership properties and (lie manner of electing
to make such adjustments (sep. 743 (c) and (d) of the House bill), have
been transferred to sections 7655 and 754 of your committee's bill,,

Subsection (a)'states the general rule that the transfer of an interest
in a partnership, either by sale or, exchange, or as the result of the death
of a partner, although affecting an adjustment to the basis of the trans-
ferred interest, wilI not result in an adjustment to the bases of the
partnership 'propertis. .

:

Subsection;(b), provides, however, that a partnership, may elect
to adjust the bases of the partnership assets in' order. to reflect: the
increase or decreasein'the basis of a'transferredinterest in the partner-
ship. A partnership making this election shall increase the adjusted
bases of the partnership properties by, the amount by which. the basis
of the transferee partner's interest in the partnership exceeds the
adjusted basis 'of the transferor's inserest immediately, prior to the
transfer. In the event that the adjusted basis of the transferor
partner's interest -in a partnership immediately prior to the transfer
exceeds the basis of: the transferee. partner for his interest, 'then the
adjusted bases of the partnership properties shall be decreased by the
amount of this excess. Rules relating to''the method of making the
election and the effect of the election upon subsequent transfers of
interests,inthe partnership are set'forthm setion 75.: '

Subsection (b) further provides that, under regulations prescribed
by the, Secretary, or his delegate, increases and decreases in the basis
of the partnership assets are to constitute an adjustment affecting the
transferee partner only. However, such adjustment shall be allo-
cated among the partners to -theextentthat"tht e increase or decrease
is attributable to the difference betweeniithe' value and theunadjustedbasis to the partner, ipof'onitributeodprpert -at, the time of its
contribution.- The, application.ofthi provision is described below.

Subsection(bt also, pridestlat whenal aadjusten, t ismade to
the basis of depletableproperty Under subsection (b) astherei t of
a, transfer of:!an ite'tin the:part'^lrsip anyfuturedepletion
allowance shall' be deterned separate witi respect to the trans.
feree partner's itereat in sch property. , ,, .-, .. ;Subsectionk (o):ipirov'id'e that hcationof the ince orde.l
cre ibas is' provideedin'. subaction( ) among th"e partnership
properties hall be'in accordance with the rules set forth in section 755.
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The application of subsection (b) may be illustrated as follows:
Assume that partner A dies when the balance sheet of the ABC

partnership is as follows:

Arets Labll ti and capital
-·Adju Market Adjusted Market

basts value baas value

Cash...... ...................... 5,000 5,000 Liabilite$.................... $10,000
Accounts receivable.......... 10,000 10,000 Capital
property X (Inventory)....... 20,000 21,000 A ................... 15,000 22,000

Property Y (depreciable awet). 0,000 40,000 B.................... 16,000 22,000
a0 ................... 16,000 22 000

Total.....................6 000 78,cOo ....Total.... 66,000 70,000

The partnership has made the election to adjust the basis of partner-
ship assets upon transfer of an interest and, therefore, $7,000, the
difference between the adjusted basis of A's partnership interest and
the value of such interest at death is to be allocated to the basis of
partnership assets.

In accordance with section 755, the allocation may be made in a
manner which has the effect of reducing the difference between the
fair market values and the adjusted bases of the partnership proper-
ties, except that adjustments attributable to capital and depreciable
assets must be allocated to properties of a like character, and adjust-
ments attributable to other assets, such as inventory or stock in trade,
must be allocated to properties of a like character. Applying this rule
to the instant illustration, the total amount of appreciation:is $21,000
($1,000 on property X, and $20,000 on property Y). The basis adjust-
ment is $7,000, or one-third of the' $21,000 of appreciation. Applying
the rule of section 755, $333 (one-third of $1000, the excess of the
market value over the basis of property X) is allocable to property X,
and $6,666 (one-third of $20,000, the excess of the market value over
the basis of property Y) is allocable to property Y. The am(nant so
allocable constitutes an adjustment with respect to the transferee
partner only (assuming that property X and property'Y were not
contributed to the'partnership).
Assume that A's son, M, takes over his father's interest and that

following the transfer of the partnership interest, the partnership sells
its inventory, property X which has further appreciated in value, for
$24,000. Since the basis of such inventory to the partnership is
$20,000, there is $4,000 of ordinary income to be allocated to the
partners, $1,333 to each partner. The tax positions of B and 0
remain unchanged as the result of the transfer and each has $1,333
of income to report. M,, on the other hand/ has additional basis of
$333 with respect to the inventory which reAuces his gain to $i,000.
The amount of gain to each partner is as follows: $1,333 to B, $1,333
to 0, and $1,000 to M.
Assume that for the partnership year following the transfer of

the partnership interest, the partnership's allowance for depreciation
with respect to property Y, which is depreciable at a rate of 10 percent`
is $2 000 (or 10 percent of '$20,000, the'partnerhi.p common basit) of
whici each of the three equal partners would i receive the benfeit of a
depreciation deduction of $667. The tax position of B and C remain

398

9.869604064

Table: [No Caption]


460406968.9



INTERNAL REVENUE CODE OF 1954

unchanged as the result of the transfer, and' eac' 'will itAill have an
annual deduction of $667. M, on theiother hand, has additional basis
of $6,667 with` respect, to Y, the depreciable property, and conse-
quently an additional depreciation deduction'of $667. The deprecia-
tion deductions,'allowable with respect to property Y are as follows:
$667 to B, $667 to 0, and $1,333 to6 M
The same adjustment as that described above would be made if

partner A had sold his partnership interest to an outsider for $22,000.
The-provision in subsection (b) 'that the adjustment to thie ba'pis

of partnership property shiallbe allocated' among the partners, rather
than solely to the transferee, to 'the exteint'thai't isi a'ttribiitable to
the difference between the basis of contributed property and its value
at the time of "contribution' may be illustrated as, follows: '

(1) Assume that A arid B form a partnership AB'to which:A
contributes X, a depreciable' asset worth $1,000,' with an adjusted
basis to him of $400. B contributes $1,000 iin' cash. During the
partnership's first taxable yea i X; appreciates 'in value to $1 'I00'
and A. ells his half interest in the partnership to 0 for $1 100. Under
the rule stated in subsection (b) (1), the adjustedd basis of the partner-
ship property, $400, Will be increased by the excess of the transfer'ee's
basis for his partnership interest,t$1100,over theransferor's basis
for his interest immediately'pirior to the transfer,''$400. The amount
of the' increase is $700. ' f this 'amount only $100 isattributabl:e to
the posti-contribution appreciationbf X.' $600 is attributable 'to the
difference between the' basis and the value of X at 'the 'time it'was
contributed. Thus there is a $100 basis adjustment with, respect
to the transfereeony. The remaining $600 is to be allocated among
th'e partners. .

Assuming that' the partnership has no special' partnership 'gree-
ment with respect to the allocation- of gain' or 1oss or depciation
with respect to 'X, the $600:will simply' be added to the' basis of the
property for the equal benefit oif both'partiiers. Ti;u''if'Xwhich
now has a basis of'$1,000 to the partnership (the origal' $400; in-
creased by the $600, available to all the partners , is sold for $1400',
thegain of.$400is alloc.ble $200, t B. and $200 to a. However,
a has a special basis adjustment of $100 which redtices his taxable
gain to $100. The gain recognized therefore'is $200 to L ad: $100

(2) Assume that theoriginall partnership AB hal a specialdagre.
ment with respect to X; stating that Upon the hale of 'proer'yX, gain
to the extent aittrib'ita1I to pre-6ontribui6n 'ppreciationias to:be
allocated entirely 'to 'te contribiiti ';painer A, '-id thati all the
depreciation with ripettoX whilee bytXheaprpii was
be allocable.fto B. Asth.e re:ul i"of a'saleby A of:his~iii:teet:li:the
partnership tb 0- the:'$i66attribiiteto prcsti a-
tion would bea'locatli ';the r and'i th;e '$600' ttr'ibtable
to the'pr'e-nontiuiioaia ia'ton would be a1oaIed to t':p"-t'niir-
slip. The $l,000 of bas belng^t the tershipenel (t
$400 original basis plus the $600 ju8tent id k o 743Y Wod
now'be 'shared beeeJW" the gtterB'exatyan under il Atrttion (
($5 to eac pti ijte to the anfr
ony of$1 0'aditial-a iIif't-heeotr n parnt bip'i

,h, t ,&~ +aiv'o' ,re' 'lloca X'
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of the purchase by' C, however, the $700 added to the basis of X is
divided as follows: Of the $600 attributable to pre-contribution
appreciation, $500 is allocable to 0 and $100 to B. Thus B's share
of the $1,000 for X is $500 ($400 allocated to him under the partner-
ship agreement, plus $100 resulting from the adjustment) and C's
share is $500 (attributable to the pre-contribution appreciation).
C has -an additional special basis of $100.

In the event of a distribution by a partnership to a transferee part-
ner of property with respect to which the distributee has special trans-
feree basis under subsection (b), such property shall, for purposes of
distributions by the partnershipz be deemed to have a basis to the
partnership equal to the sum of its common basis shared by all part-
ners nnd its special basis with respect to the transyerce only. In the
case of a non-transferee partner receiving a distribution of property
with respect to which special basis is allocated to a transferee partner,
the property will be deemed to have a basis to the partnership con-
sisting only of its common basis shared by all the partners. No special
basis allocated to a transferee will be included, A transferee partner
receiving a distribution of property in exchange for his interest in like
property with respect to which he has a special transferee basis, willbe permitted to apply to the property received his special basis with
respect to the interest relinquished in such other property. The
property in which he has relinquished his interest. may remain in the
partnership or may be distributed to the other partners.
Tle above principle may be illustrated as follows: C is a transferee

partner in partnership BC. The partnership, owns, among otlecr
assets, X, a depreciable asset, with a common basis to the partnership
of $100 and an additional transferee basis to C of $20, and Y, another
depreciable asset, with a common basis of $80 and an additional
transferee basis to C of $30. B and C agree that B will receive a
distribution of Y, and C will receive a distribution of.X withoti
diminishing either partner's relative ifiterest in te partnership.. *ith
respect to B, the partnership basis of Y is $80, the common partner-
ship basis. will, therefore, continue to have a basis of $80 in B's
hands under section 732 (a)i which provides for the use of a carryover
basis in the case of nonliquidating distributions. With respect to C,
however, the partnership basis of Xis $150, the common partnership
basis of $100, plus C's additional transferee basis of $20 for property X,
lus C's additional transferee basis of $30 for property Y, in which he
as relinquished his interest.
The requirement that depletion with respect to partnership property

the basis of which has been adjusted as the result of a transfer of a
partnership interest,ir to be determined separately with respect 'to
the transferee'minterest in such 'property may e 'illustrated as follows:
A and B each contribute $5,000 to partnerahip AB whichiircliases

oil property for $si0,000. Shortly thereafter,; oil is discoered'and B
sells his partn'erhip interest'to C for $io00,0o0. The diderence b..
tween B's and C's basis, $95,000, i allocated to the oi property.
A's share of basis with:respect to thee oil property remains $5 000.
^s basis is $100,00~-$,000, hisfl sfiare of the common arer

ship basis, plus $95,000,-his additional tianfeifee b'asiS.; A'sume
that, at the end of the;partnership year, -ooqt depletioA withli espet
to A's half interest which has a basis of I$t,(; is $600, aid cost
depletion with respect to C's half miteres with ;asis of $!b00.00.' Ji
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$10,000. Under tho percentage method, however, A and B would
each be entitled to a $7,000 allowance. With respect to Ai percent-
age depletion is greater. A will, therefore, be allowed a deduction
of $7 000. With respect to C, cost depletion is greater. .0 will,
therefore, be allowed a deduction of $10,000.

SUBPART D-PROVISIONS COMMON TO OTHER SUBPARTS
Section 751. Unrealized receivables and inventory items
Because of the amendments made to sections 732 (d)' and 743 (b),

it has been possible to simplify this section by eliminating the complex
provisions of subsections (b) and (c) of the House bill. These pro-
visions are no longer necessary since other provisions of your com-
mittoe's bill, such as section 732 (d) and section 743, insure to a treans-
ferce partner his proper basis with respect to partnership property.

Subsection (a) applies only to a transfer of all or a part of a part.
nership interest, It provides that, to the extent that the money or
fair market value of property received by a transferor of such an
interest is in exchange for all or a part of his interest in the partner-'
ship attributable to unrealized receivables, or inventory items which
have substantially appreciated in value, .the .money or property
received shall. be considered' to have been, realized from the sale or
exchange of property other than a capital asset and shall result in
ordinary income. To th;.extent this rule is' operative it supersedes
section '741 which states that gain or loss on 'the sale of a partnership
interest shall be considered as gain or loss from' the sale of a capital
asset. .. .

In determining the amount of ordinary income or loss realized by a
partner upon the disposition of -is interest in such items, a portion of
such partner's adjusted basis for' his interest in the partnership must
be allocated, under regulations, to his share of unrealized.receivables
or substantially appreciated inventory items. The amount of basis
to be so allocated shall ordinarily be his pro.rata sb&re of the partner-
ship basis for' such property with appropriate adjustments for any
special transferee basis with respect to hin 'under section 743 (b).
This amount shall be subtracted from the basis of such partner's
interest before computing his capital gain or loss on the sale of his
interest under section 741. .:; :
The Hous'eprovisions provide for ordinary loss to the partner selling

his interest to' the extent that any money or property received therefore
is attributable-to substantially, depreciated inventory itemss. This
provision has been' omitted iniorder to simplify the partnership pro-
visions of this:provisionhowever, will not 'prevent a
partrier whose interestis,' in part -attribitable to depreciated inven-
tory items from receiving a distribution'in' kind of his pro rata share
of such items at a carryover basis under section 732 (a). Upon a
subsequent.sale of such property, "the distributee would realize an
ordinary loss. :... :... . .. --.. ,.,...-;..- .,:, ;'.. ;.:: - -. - ..:;;-

Subsection :(b) ;providisfor the treatment of, a distribution by the
partnership to a'pariner(1i) :where the partner'reie s iore than his
proportionate share of the value of partnership unrealized receivables
or inventory: items which have appreciated subitax'tially.in value and
(2) where he receives a distribution of more thani his proportionate
share of partnership property other than unrealized receivables' er
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substantially appreciated inventory items, In the case of a distribu-
tion to a partner of more than his proportionate share of partnership
property other than unrealized receivables and inventory items the
partner has, in effect, sold to the partnership his interest in unrealized
receivables or inventory to the extent that he relinquished such
interest in exchange for other assets in excess of his proportionate
share in such other assets. The distributed will realize ordinary
income in the amount of the difference between the basis properly
allocable to his relinquished interest in unrealized receivables or
inventory, and the value of other partnership assets received by him
in exchange therefor. The partnership will have capital gain on the
difference between the basis properly allocable to the distributed
property inexcess of the distributee's proportionate share thereof, and
the value of the interest in unrealized receivables or inventory relin-
quished by him.
In the case of a distribution to a partner of more than his pro-

portionate share of unrealized receivables or inventory items, the
partnership has in effect sold to the distributee partner an interest
in such property to the extent of the excess over his proportionate
share therein. The partnership will therefore realize ordinary in-
come in the amount of the difference between the basis of such receiv-
ables or inventory items properly allocable to this excess, and the value
of the distribute's interest in the other assets of the partnership re-
linquished in exchange for such unrealized receivables or inventory
items. The distributed, on the other hand, will realize capital gain
to the extent that the value of unrealized *receivables or inventory
received by him in excess of his distributive share therein exceeds the
basis properly allocable to the interest in other partnership property
relinquished by him.

Paragraph (2) of subsection (b) provides two exceptions to the rules
stated i paragraph (1) thereof. When a partner receives a distribu-
tion of property: which he contributed to the partnership, the rules of
paragraph (1) shall not be applicable. The distribution will be gov-
erned entirely by the rules set forth in subpart B. This exception
permits the withdrawal of contributed property by the contributors,
either with or without a complete retirement from the partnership,
without- the tax consequences provided in subsection (b).
Another exception to the rules of subsection (b) is provided in the

case of the complete liquidation of the partnership interest of a retiring
partner or of a deceased partner. Payments made by the partnership
attributable to the retiring or deceased partner's interest in unrealized
receivables are governed by section 736 (a), which provides for ordi-
nary income treatment to the recipient. In the case of payments to
a retiring or~deceased partner's successor inm interest, the rules of
section 751 (b) applyonly with respect to such partner's interest in
partnership inventory items.

Subsection (c) is identical with subsection (d) of the House provi-
sions, except that the term "unrealized receivables and fees' as used
in the House bill has been' shortened to "unrealized receivables."
The term "unrealized receivables" is defined in this subsection to
include any rights, contractual or otherwise; to payment for goods
delivered, or to be delivered, if such payment would be treated as
received for property other than a capital asset, or rights to payment
or services rendered, or to be rendered. If such rights to payment
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were previously includible in income under. a method of accounting
employed by the partnership, then to that extent their value will not
constitute "unrealized receivables."
The term "inventory items," essentially the same' in. scope'as the

term "inventory or stock in tradp' used in the House bill, is defined
in subsection (d) to include partnership property of the kind described
in section 1221 (1),'and any other partnership property which is not
a capital asset or depreciable property described in section 1231.
The term "inventory items". also. includes any other property held by
the partnership, which, if held by the partner receiving the distribu-
tion or selling his interest, would be considered property described in
the preceding sentence.

Partnership inventory or stock in trade shall be considered to have
"appreciated substantially in value" if the fair market value of such
property exceeds 120 percent of the adjusted basis for such property in
the hands of the partnership, and exceeds 10 percent of the fair market'
value of all partnership property, other,than money. Whereas the
House test for substantial appreciation required the value'of the inven-
tory items to exceed 10 percent of the adjusted basis of all partnership
property other' than money, your committee'ss bill' ha's liberalized this
test so: that the value of inventory iteips must exceed 10 percent of tlie
fair market value of such partnership property.
The application 'f section t8i ;may be illustrated .as follows:.'
(1) 'Assume that C buys 's interest in a personal service partner-

ship, AB, when the balance sheet of the-firm is as. follows:

Assets Liabilities and capital

Adjusted Market Adjusted Markiet
Basis Value .. a Vslue

Cash'....-.--.---...-.........;.. $3,000 Note payable...........,00... 009
Advance for clients ........ ... 10,000 10,000 aptal
Other assets .. ................. 7000 7000 ..................... .. 0,000 1500
Acooults reoelvable............... 0 12,000. B..................... 9,000' .15000

20, 000 200 - .20,000 2,009

.The, price :that C .pays B'for 'his part
representing, 's share in the net assets sho
for 'Bs,iDeirNt in'accounts, receivable. Si
trains its. .xok oP the cash receipts and.
accounts recei'able ar' re oidled as', i'ipo
Under the'pi'ovisiofi of section 75''(a),

income attributable to his partnership *imt
ables" Undrthepvisions of section 4
is $16,00e0 ($1i' 00,;i'e"ab'f id'pl:
assumed y C. th ele.tonproiidet0, ~the trainferee;iI:,!be treadashayiii
in the reivabeesat
collected, Tf noele'tioa"m i'i het'aif he roeBi4s hi sh~re ;of^dreceivfblel^ ii
tion or4a liquidatio,' of his in:erest:' ithl
of the interest, 'apply a $6,000 basis to sucl
732 (d).
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(2) The manufacturing partnershipABC agres to liquidate the
interest of C, by means of a distribution to him, when the balance
sheet of the partnership, prepared on the accrual basis, appears as
follows:

Aseta Liabilites and capital

Adjusted Market Adjusted Market
basl value basis value

Cash ...................... $10,000 $10,00 Current liabllltes........$..5,000 $5,000Account receivable.............. 15,000 16,000 Mortgages payable........ 80,000 30,00
Inventory................... 30, Q00 39,000 Capital:
Capital assets ................. 40,000 46,o000 A................ '20,000 25,000

B................ 20,000 2,000
.................... 20,000 26,000

Total.................. . 95,000 110,000 Total.; ........ 95,000 110,000

Assume that the value of the property to be distributed to 0 is
$25,000, consisting of $10,000 cash and $16,000 worth of capital assets
with a basis to the partnership of $15,000. Since C's entire partner-
ship interest is to be liquidated, the provisions of section 736 are"
applicable. No part of the payment, however, is considered as a
distributive share or, asa guaranteed payment under section 736 (y.a).
Therefore, the entire payment isfor a nterest in a partnership under
section 736 (b), and subject to the rules of section 751. .,

The partnership has no unrealized receivables, but the dual test'
provided in section 751 (d) (1) must be applied to determine whether
the partnership inventory has appreciated substantially in value.
Since the fair market value of the inventory, $39,000, exceeds' 120
percent of its adjusted basis (120 percent of $30,000, or $36,000), and
also exceeds 10 percent of the fair market value of all partnership
property other than money (10 percent of $100,000, or $10,000), the
inventory has substantially apprediat'din value.
Under section 751 (b) (1) ), 0, the retiring partner, hai received

more than his proportionate share of the value of partnership property
other than inventory. .

has, in effect, sold his proportionate share
of substantially appreciated partnership inventory ,wiih a basis of
$10,000 (one-third of the totaipartiership basis of $30,00 'for itiven-
tory) and a value of $13,000 (one-thid of iti total:value, $39,000)
therby.realizing ordinary income of $3,000. The ptnership (a
constituted after thp withdrawal of C) is considered tp haveM purchased
C's interest im inventory and has a cost basis' of$13a000foo suchi
interest in inventorry. ,

.'- '.'
If the partnership hid used appret& iI acquire

C's interest im such inv.etory, it WoUld "ioii iiil'iala on te
exchange of capital assets foritheimventol Ther"tn ar e
would then use as the basis ofieicapi.l asset reiv&i fieh ''
for his interest in ventory,thhebasis iwhichhe -oirlgnUad6fotth
ientoiy plus th"e'a-mbut of gPin reeojioi'unders'i., 75 ().
The ex5ae fiVeiitoy r ii
sale 6rexchaige:ofpr'perk1'and is not' subj¢t 'tto e dis'butiion rules
providiA,^or parli ershies.
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Section 756. Treatment of certain liabilities
This section corresponds to section 752 of the House provision

except for a technical amendment. ..

Frequently, a partner Will assume partnership liabilities or a part-
nership will assume a partner's liabilities. In some cases this occurs
as the result of a contribution of encumbered property by the partner
to the partnership or as the result of a distribution of such property.
by the partnership to the partner. The provisions of this section
prescribe the treatment for such transferred labliailties. Whenever a
partner's individual liabilities' are increased because .ofthe assumption'
by him of partnership liabilities, the amount of the increase shallbbo
treated as a contribution of money by the partner to the partnership.
-Similarly, when the-liabilities of the partnership areincreased' thereby
increasing each partner's share of such liabilities, the amount of the
increase shall bo, treated as a pro rata contribution by the.partners,
thereby raising the basis of each partner's interest in the amount of
his share of the increase.. .

Conversely, when a partner's personal liabilities are decreased
because a portion of theti have been assumed by the partnic:rship
the amount of the decrease shall be treated as a distribution of nfoney
by the partnership 'to the partner, Similaly, when the'liabil ties of the
partner's share of

such liabitlties, the amount of the 'dcreSe shall 'be treated as a pri
rata distribution bly' the partnership thereby reducingthie. basis of
each partner's interest in the amount of his share of the decrease,..
The transfer of property subject a.liability by a partner 'to a part-

nership, or by the partnership to partner shall, to the extent 6f the
fair market value 'of such property, be considered a transfer of the
amount of the liability along withtheroperty.'

This section may be illusated as follows:
If a partner contributes property with basi$ of $1,000, subject to a

mortgage of $500, to a partnership i exAhange/fora one-half interest
in the partnership, the basis of his interest'g: e.sb o$1,000 (the basis of
the contxibuted property) reduced by $50, (th ':amount'of his'liability
with respect 'o such property assumed byItothrpartner), ior $7
The cntrbiiuting partner tl rei sub to 2 of his origia
$500. liability.' WhenJa partnersli~ip:'interet is sold or exchangedithe general, ruletor the~ treatmentofthe'alebore.echan e ofprp.Urtv
subject to liabilities will be applied. ',tiui, if a partner sells his interest
in a partnership for $750 cash and,^t the same time, tnsfers:to the
purchaser hisprop rata share of partnership liabilities amounting'to
$250 the.amoiunt realized .by the seller on the transaction is $i,0oo0,
which hwil be applied.against the basis of his interest in order to
determine his gaimnor loss. t -:- ,: 4; - .' I.': ,
Seci7. Partner e itw inre.eef t
The House piersion' has'ei::i amended 'Aiak [ertt:allt'a'

ments o the sucessofadee asd'i' t
visions ofsecitioar i336 (a~)a^,:bo &rsidH&1{xh.ome inr~',t, 6f

a decklet. :ecotion7'. h-P3li tot;.ero.f
muual msunceas.'&ell asapymeotsattrble:tthed'" en'
mrest m the unre eahdublesof thepaierjip:..ne'ja successor miniterestof:decedent partner willbe required 'to include
nm gross imoome amounts received from the partnership which are
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attributable to the value of the decedent's interest in unrealized fees
or mutual insurance, the recipient will at the same time receive a
deduction for the estate tax paid with respect to the inclusion of
such rights to income in the decedent's estate.
The estate or heir of a deceased partner will also be treated as

receiving income in respect of a decedent to the extent that amounts
are paid to him by an outsider in exchange for his inherent interest in
the partnership attributable to the value of the decedent's interest
in partnership receivables or for his right to future payments by the
partnership.
The provisions relating to income in respect of a decedent are not

applicable to a decedent's interest in partnership inventory.
Section 75/6. Manner of electing optional adjustment to basis of

partnership property
This section is analagous to section 743 (d) of the House bill. It

applies in the case of a distribution of'partnership property under
section 734 as well as in the case of a transfer of an interest under
section 743. The House provisions applied only in the case of a
transfer of an interest.

In order to make the basis adjustments permitted in sections 734 or
743, the partnership must file a statement of election in accordance
with regulations. The election, once made, shall apply with respect
to all property distributions and transfers of partnership interests
taking place in the year with respect to which the election is made
and in subsequent partnership years.

The' House provision makes such an election irrevocable :intil the
termination of the partnership. Y6ur committee's provision, how-
ever, permits the partnership to revoke the election subject to regula-
tions to be prescribed by the Secretary or his delegate. In a case
where the partnership is able to show that the nature of its business
has changed in such a manner that the advantage of the optional basis
adjustment is outweighed by an increased administrative burden to
the partnership, it will be permitted to revoke its election.. This
situation could arise because of a substaiitial increase ini its assets, a

change in their character, or increased frequency of retirement'or
shifts of partnership interests. The election will not be permitted to
be revoked when the purpose of the revocation is to avoid stepping
down the basis of its assets upon a transfer or distribution.
Section 755. Rules.for allocation of basis:

This section corresponds to section 743 (c) and section, 734 (b) of
the House bill and contains the rules for allocating among the part-
nership assets basis adjustments to partnership property as the result
of a transfer of partnership interests or the retirement of a partner.
The House provision requires such allocation to be made in proportions
to 'the relative bases of such assets, but permitted other methods to
be used with the Secreta's permission. Your committee' prs' viions
require the-aallocation to be made in a manner which will reduce the
difference between'thce fair' market value and 'the' basis ofea"ch aet
adjusted. Here; too,o':ther methods of allocatio may be usd with
the approval of the Secretary. In applying- the general 'e statedinm
section 755 (a) (l), if there is an increase inbasis to be alloated to th.
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partnership assets, the entire adjustment must be allocated only to
the assets whose values exceed their bases in proportion to the differ-
ence between the value and basis of each. No adjustment is to be
made to assets whose bases exceed their values since this would in-
crease,-rather than reduce, the difference between their values and
their bases.

Subsection (b) provides that to the extent that any increase or de-
crease in the basis to be allocated to partnership properties is attribut-
able to a distribution of capital assets or depreciable assets by the
partnership, or to a gain to a transferor of a partnership interest
attributable to assets of this character, the adjustment ma, be made
only to partnership capital assets or depreciable-assets. To the ex-
tent that the increase or decrease is attributable, to a distribution
of inventory, receivables, or any other property except capitals assets
or depreciable assets; the adjustment may be made only to the basis
of partnership property other than capital assets or depreciable assets.

In a case where the required increase or decrease in basis cannot
be made because the partnership owns: no property of the character
required to be adjusted, then the adjustment must be made when
the partnership acquires property of such a character.
In the case where a. decrease in the b0asii of partnership assets is

required and the amount thereof exceeds the basis to the partnership
of property of the required character, ,the basis of such partnership
property shall be reduced to zero, and the balance of the decrease in
basis will be applied to subsequently acquired partnership property of
a like character. . ...

PART III--DEFINTIONS"
Section 761. Terns defined- -.
This section 'defines terms used in subchapter K and corresponds

to the House provsiohs,except that subsection (e)'of the House bill
appears as section 708 of your 'committee's' bill.
In subsections (a)''aid (b) the termor;"partnershipand "partner"

are given sutbstntially: the same' dfinitiQn'a"'under section 37097 (a)
(2) of thelf99 Code. However,th'Sec/tary r 'hisdelegate I given
the auto'riy'to exclude certain uiincoOrprated organizations from
the applichtln of' all or part' of this subchapter at ;tie election of
taxpayers having la finanial iiitt'rest 'inm such 'organiiatio. fin:iUor-
porate o/anizatio inamy''h/'a Iusexcluded only if av'ailed.of for
purposes ofinvestment; 6r fthib joint production;i': Xctiin, ie
of property,'buitii6tfor the pipose of selling services'br the property
or products extracted. In order for any organization to be so excluded,
the members of such an organization, must'be able to determine their
income without the necessity. of computing a partnership taxable
income. , .... ... . .., , '

The..term. "partneiip,agrement is defined m, subsection (c) to
include any, oral.i.or_,writt moictions,' Of the o iginal agrejnentwhlchmay be a -reedtob̂y y the ps,: Or Ldopted in a other
maaner provided:.byth pia'p" 'nit',;
.,'$ubsc:tion d)p'atro'atheti f r.er's

interest .means te m ati^ s entire, intend ^a
a dlstributioa Am.m the partnership. o
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PART IV.-EFFECTIVE DATE FOR SUBCHAPTER
Section 771. Effective date
The analogous section of the House bill provides that the provisions

of subchapter K shall be applicable to partnership years beginning
after December 31, 1963, except that provisions relating to transfers
of interests and property distributions are to be effective only as to
transactions occurring after March 1 1953.
Your committee's bill applies subchapter K, generally, with respect

to partnership taxable years beginning after December 31, 1964, and
with respect to partner's individual taxable years within or with which
such partnership taxable years end. Partnership taxable years begin-
ning before January 1, 195566, and partners' individual taxable years
within or with which such partnership taxable years end shall be sub-
ject to the provisions of the 1939 Code dealing with partnerships (sees.
113 (a) (13), 181 to 191 (inclusive), and 3797 (a) (2)) and judicial de-
cisions thereunder.

Subsection (b) contains special rules which have been adopted to
make certain provisions effective after March 9, 1954, the date the
House bill was reported out by the Ways and Means Committee.

Section 706 (b), relating to the adoption of taxable years by partners
and partnerships, has been made applicable to any change by either
the partnership or a partner to a taxable year beginning after March 9,
1954. It also applies to the adoption by a newly formed partnership
of a taxable year beginning after that date.

Section 735 (a), which provides that gain or loss from the disposition
by a partner of unrealized receivables and inventory items held by the
distributee for less than five years is to be considered ordinary income
or loss, is made applicable to property distributed by the partnership
after March 9, 1954. It shall not apply in the case of property of such
a character distributed to the partners before March 10, 1953, even
though disposed of by the partner after that date.

Section 751, which provides for the realization of ordinary income
on transfers and distributions which are, in effect, a sale by a partner
of his interest in unrealized receivables or appreciated inventory
items shall be applicable to all such transactions occurring after
March 9, 1964. Any other sections of this subchapter without:which
the determinations required under section 751 could not be made,
such as section 705, relating to the determination of the basis of a
partner's interest, shall, in accordance with regulations be made
effective solely for the purpose of applying section 781.

SUBCHAPTER L-INSURANCE COMPANIES
PART I-LIFE INSURANCE COMPANIES

The provisions of this part, containing sections 801 tb 807, inclusive,
conform to the same sections in the House bill except for changes in
section 803 '(f) and"(), discussed below.
The methods of taxation of life-insurance companies prescribed in

this part ae in substance' th same as in existing law! The generalrile, applicable except' for the yer "1954, provides for; the regular
corporate tax on the life insurance company taxable iniome (its 'iet
investment income less the reserve and other policy liability deduction
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and plus the amount of the adjiiustment for certain reserves). For
the year 1954, a low rate tax is imposed on the 1954 life insurance
company taxable income (its net investment income plus eight times
the amount of the adjustment for certain reserves and minus the re-
serve interest credit). This method is the same as was applied under
existing law for the years 1951, 1952, and 1953.
Section 801. Definition 'of life insurance ompany

This section is identical with section 801 of the House bill and is
the same as section 201 (b) of the 1939 Code.
Section 802. Imposition oj tax
This section is identical with section 802 of the House bill and is

the same in substance as section 201 (a) (1)' of the 1939 Code; except
that it ,includes the definition of "life insurance company taxable
income." .Section 201 (a) cross-refers to other sections for the
corresponding definitions of adjusted normal-tax net income and'
adjusted corporation surtax net income.
Section 803. Other definitions and rules
This section corresponds to section 803 'of the House bill and to

section 201 (c) of existinglaw setting forth various definitions essential
to computing .the tax base of a life-insurance .company. These defini-
tions are substantially 'the same as existing law. While this was also
the case in the provisions of the section as it passed tlhe House,' your
committee has in one respect restored the language of existing law to
the extent that it was'modified in the House bi. \ This is in connec-
tion with the treatment of such items as gross income, interest, paid,
and taxable income, where existing law refers only to items of income
received or items of deductions paid, whereas the House bill uses the
phrases. "eceived or accrued" and "paid or accrued." The change to
existing law occurs in subsection (f) (1) and (2) -and in subsection
(g) (1), (2), and (3).
Section 804. Reserve and other policy liability deduction

This section is identical with section 804 of the House bill.
Subsection (a) of this section, defining the reserve and other policy

liability'deduction -corresponds to'section 202 (b) (1) of the 1939 Code.
(The special formula in' sec. 202 (b)" (2), applicable solely to' 1949 arid
1950 has been eliminated as obsolete.) ,Subsection (b) provides for anan adjustment in taxable income in the
amount 'of the partially tax-exemptinterest allowecl as a! deduction
where such income is used in determining the amount of the reserve
and other policy liability deduction for purposes of the surtax. This
results in preserving the treatment provided in section 203 (b) of
existing law.
Section 805. 1954 life insurance company taxable income
This section is identical with section 805 of 'the House bill and

corresponds, without change in substance, to section 203A of the 1939
Code..
Section 806. Adjustment for certain;erei .

This section 'is identical with section' 8086of the House bill. The
definition is the same as in section 202 (c); of existing law.
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Section 807. Foreign life insurance companies
This section is identical with section 807 of the House bill. The

treatment of foreign life insurance companies is the same as is pro-
scribed in section 201 (a) (2) and (3) of existing law.

PART II-MUTUAL INSURANCE COMPANIES (OTHER THAN LIFE OR
MARINE OR FIRE INSURANCE COMPANIES ISSUING PERPETUAL
POLICIES)
The provisions of this part, containing sections 821 to 823, inclusive,

are identical with the corresponding provisions of the House bill
,Section 821, Tax on mutual insurance companies (other than life or

marine or fire insurance companies issuing perpetual polices)
This section corresponds to section 207 (a) (except par. (5) thereof)

of the 1989 Code without change of substance. However, the base
upon which the ordinary corporate tax is imposed is described as
mutual insurance company taxable income (gross investment income,
less certain deductions) which corresponds to the normal-tax net
income as defined for purposes of the tax under section 207. Pro-
visions equivalent to section 207 (a) (5), relating to foreign mutual
insurance companies other than life or marine, are contained in sec-
tion 822 (e).
Section 822. Determination of mutual insurance company taxable income
The provisions of this section, containing the method for determining

mutual insurance company taxable income, correspond to the provi-
sions of section 207 (b) (1) and (4),: (c), (d), (e), and (f) of the 1939
Code.
Section 82$. Other definitions
This section contains, without change of substance, the definitions

of "net premiums" and "dividends to policyholders" contained in
section 207 (b) (2) and-(3) of the 1939 Code.

PART III-OTHER INSURANCE COMPANIES

The provisions of this part, containing sections 831 and 832, are
identical with the corresponding provisions of the House bill.
Section 831. Tax on insurance companies (other than life or mutual),

mutual marine insurance companies, and mutual fire insurance
companies issuing perpetual policies

This section corresponds, without change of substance, to 'section
204 (a) (1) and (3) of the 1939 Code. Provisions for the application
of the tax to foreign- insurance companies, provided in section 204
(a) (2) are contained in section 832 (d).
Section 882. Insurancecompany taxable income
The provisions of subsection(a), (b),, (c) and (e) of this section,

relating to the method of computing the taxable income of an in-
surance company under this part, correspond without changeof-
substance to subsections (b), (c), (e), and (f) of section 204.of the 1939
Code. Subsection (d) corresponds to section 204 (a) (2) and (d)'of
the 1939 Code.
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PART IV-PROVISIONS Or GENERAL: APPLiCATION
The provisions of this part, containing sections 841 and 842, are

identical with the corresponding provisions of the House bill.
Section 841. Credit fo foreign to4s
This s6cti6n, providing for the allowance to an insurance company

of the foreiln'tax 'redit provided in section 901, corresponds to section
205 of the 1939 Code.' No change in substance is made.
Section 842, Computation of gross income.

This section corresponds to section 206 of the 1939 Codo.

SUBCHAPTER M-REGULATED INVESTMENT COMPANIES

Subohapter M, which includes sections 861 to 855, provides for the
tax treatment of regulated investment companies and corresponds to
supplement .Q of the 1939 Code.
Section 851. Definition of regulated investment company

This section corresponds to section 861 of the Housbill except for
an am'endm'et to subsectio (e) and iconformingamendment to sub-
section (b). -t also corresponds tand ,is; ubstantially the same as
section 361 of the 1939 Code, with certaintWecaical changes intro-
duced 'fr th urPes of clarity and simplication,.;.

Subsection e).of the.Hiuse bill, relatingt;'re ted ive-tment
companies furhii g' capital to development corporations, has been
amended by your co iitt to allow a regulated investment company
meeting the requirements qf section 85t1'(e to includesj among ite
d sified asset.;for purbo of section 851 (b)i(4) (A) :(ii) securities
the value of Which 'Xceas'5:perceint: f the value'fu'thIt&i;tal assets
of the taxpayer This'exceptionto'nte general ruleapilicable; to in-
vestment companies is able y to the tet that th basis of
the securities, when idedto:theita payer's basis for securities of such
issuer preViously :acquired,does 'not exceed 5 percent of thei value of
the total assets of the taxpayer at the time of sucli ubsequeiit 5aquisi-
tion. The exception provided by your committee applies whether, or
not the taxpayer owns more th.n iOpercent of t:e votig stock of te
issuiig orporation. ;

Section 8562. Taxation of regulated investment companies and their

This section corresponds to section' 852 of the House bill except for
clerical amendments t6 subsection (b).-, ;·
This section corresponds to and issubstantiallyy the same as section

362 (a) and (b) (1)-(7) of the 1939 Code. The provisons have been
rearranged and revised.
Section 853. Fo~entah ced d t sre-o.-r
Thissectionn'corespondto section 83 of the House bill except for

a clerical ameDm nt to-ubmectioi () and a technical amendment
to'suil:cf.sn'.,"n.) :?:below': ...:..'t isu p3royis.oien,'. '--',,i'- ''I'trented
investment companyto rect oWa4 coidit fotpWw .
poee. of income, war. pr ,, .d,c prfit taxes, which i pays to
fore9-gn-outre poseai of the Unied States, so thatit2hser
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holders may apply their proportionate share of such foreign taxes either
as a credit (under section 901) or as a deduction (under section 164 (a))
as if they had paid such foreign taxes.

Subsection (a) provides that in order to make the election, a regu-
lated investment company must have more than 60 percent of the
value of its total assets, at the close of the taxable year for which the
election is made, invested in stocks and securities of foreign corpora-
tions and must also, for such year, comply with the dividend distribu-
tion requirement prescribed in section 852 (a). An investment com-
pany, so qualifying, may elect to act as a conduit for the purpose of any
income, war profits, and excess:profits taxes it pays to foreign countries
or possessions of the United States during the taxable year, including
taxes which are deemed paid by the shareholder under the provisions
of any treaty to which the United States is a party. The conduit
treatment provided in this section is not available with respect to the
taxes described in section 902 (relating to the credit for corporate
stockholders of a foreign corporation for taxes paid by such foreign
corporation).
Paragraph (1) of subsection (b) provides that an investment com-

pany, so electing with respect to a taxable year, shall, for such year,
be denied both the deduction (provided in section 164 (a)) and the
foreign tax credit (provided in section 901). However, the investment
company is allowed to add the amount of such foreign taxes paid to

its dividends-paid deduction for that taxable year,
Under paragraph (2) of subsection (b) the shareholder of the invest-

ment company making such an election is in effect placed in the same
position as persons directly owning stock in foreign corporations.
Such shareholder is required to include in his gross income and treat
as paid by him, for purposes of the deduction and credit granted in
section 164 (a) and section 901, respectively, his proportionate share
of such foreign taxes paid. For the purposes of the foreign tax credit
provided in section 901, the shareholder must treat as income from
sources within foreign countries or possessions of the United States
his proportionate share of foreign taxes paid plus the portion of alny
dividend paid by the investment company which represents income
derived from the above-mentioned sources.

Subsection (c) of the House bill has been amended 'by your coin-
mittee to provide that the amount to be treated'by the shareholder
under subsection (b) as his share of foreign taxes or gross income
derived from any foreign country or possession of the United States
shall not exceed the amount so designated by the company in a written
notice to the shareholder mailed not later than 30 days after the close of
the company's taxable year. If the company receives income from
one or more foreign countries or possessions of the United States,
the notice must designate the shareholder's portion of foreign taxes
paid to each such country or possession and the portion of the dividend
which represents income derived- from sources within each such
country or possession. The subsection; as thus amended, conforms
in general to the notice requirements applicable to capital' gains
dividends under section 852 (c) (3) (0). Under the provision as
revised, the shareholder`'ay not claim as his share of foreign taxes paid
with respect to any foreigncountry or possession an amount greater
than the amount so designated by the company. If the amount
designated by the company exceeds the shareholder's proper share
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of foreign taxes or gross income winbirespect to any foreign country
or possession, the shareholder is limited to the amount correctly
ascertained.

Subsection (d) provides that the election and notice shall be made
under regulations prescribed by the Secretary or his delegate.
The application of this section, in the case of dividends paid 'by a

regulated investment company after the close of its taxable year, is
subject to the provisions of section 855 (c).
This section may be illustrated as follows:
The X-regulated investment company has total assets, at the close

of the taxable year, of $10 million invested as follows:
Domestic co'orirtion ..-- .------ -------------------------- $4, 000, 000
Foreign corporations In:

Country A.. . $3,500, 000'
Country B....... - -- 2,500,000 .,

6,000, 00
Total asset--------------..----------------- - 10,000,000

The dividend income ofX corporation is received from the following
sources:
Domestic coporporations .. -----------' . $300, 000
Foreign corporations: ..

CountryA-.-----...------------- $250,' 000;
Country B. ------------ 250,000'

Total dividend lnone....------ ...'
Taxes withheld by Count ry A on dividends of $250,000 at
a rate of 10 pehteiit- ---------$25, 000

Taxes withheld by Country B on dividends of $250,000 at
a rate of 20 peroent..--------------------------60,000

. 00, 000

800, 000

Total foreign taxes withheld - - 75,000

Dividend income after foreign,taxes withheld. - - - - ---- 72, 000
Operation and managementexpenses,.,,.-,.-,.... ,,,,------8;0,Q

Incomefavailable fofrdistribution. - ---.-'*-- :, -,-- 645 000
X company has 250000,share.of oimooioi" ocftouttandingand

distribuit tbheentiree'$645',000 a a",diyidend'OfS2'58" peshade bf
stock_'.. l i ' '-- i;t,. 5 ',:!,').-';;.":" ;'. . -: ';.'"t . ;'

The 'X co y-'ee ' peret'requirement ot oi6
851 (b)( jeanbu d iiite'^i o

' ' iIt notfies eac ^bld y - e'ti prbeby
section 853 (c), that by reason' oftaeelecl'it',ii-ef1ra'ito'tr 'as
foreign:t:es pid $S( di$ .S,iBre'of-"gtk t($7;,000otdf'foge,' ax
paid,:diided b'ii'$ g6O,bb6bi h.ei of s0 0k.1ttid)': of':t'i
$0.20 representmg taxes ''idto' coI'.Bt:'a'i6'."ta:
country; Th ol '

($2.58 f d -idIt.flli
eign' Tes" ,Of

the ' taidbnai'abeo~iaerada;frAkl fof 1i
A, and 90 cent from cuniry-i

9.869604064
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Section 854. Limitations applicable to dividends received from regulated
investment company

This section corresponds to section 854 of the House bill except for
technical atnen(dments to subsection (b) (2) and (3), discussed below.
Tile section, for which there is no corresponding provision in the
1939 Code, provides special limitations applicable to the credit under
section 34 and exclusion under section 116 for dividends received by
individuals, and the deduction under section 243 for dividends received
by corporations.

Subsection (a) denies the application of the above-mentioned
credit, exclusion, and deduction to a capital-gain dividend (as defined
in sec. 852 (b) (3)) received from a regulated investment company.

Subsection (b) (1) limits the amount that may be treated as a divi-
dend for the purposes of the above-rmentioned credit, exclusion, and
deduction by the shareholder of a regulated investment company,
where the investment company receives substantial amounts of income
from sources other than dividends (such as interests, etc.). In the case
of a regulated investment company, which receives less than 75 percent
of its gross income from dividend sources, only the amount of any
dividend which bears the same ratio to the total dividend as the
dividend income of the investment company bears to its total income
may be treated as a dividend for purposes of such credit, exclusion,
and deduction.

Subsection (b) (2) of the House bill has been amended by your com-
mittee to provide that the amount of any distribution by a regulated
investment company which may be treated as a' dividend, for the pur-
poses of subsection (b) (1), shall not exceed the amount so designated
by the company in a notice to its shareholders mailed not more than
30 days after the close of the company's taxable year. The subsection,
as thus amended, conforms in general to the notice requirements
applicable to capital gains dividends under section 852 (b) (3) (C)
and tlie treatment of foreign taxes under section 853 (c). Accord-
ingly, in the case of any regulated investment company) a shareholder
may rinot treat as a dividend for purposes of the-dividends received
credit, exclusion, or deduction the amount of any distribution (whether
or not a dividend under sec. 316) except to the extent the company
notifies the shareholder, not later than 30 days after the close of the
company's taxable year, that the distribution may be so treated as a
dividend. If the amount designated by the company should exceed
the amount which may be treated b'y the shareholder as a dividend for
such purposes, the shareholder is limited to the amount correctly
ascertained under section 854 (b)'(2)'.

Subsection (b) (3), (A) provides that the term "gross income," for
purposes of this section, does not include gain from the sale or other
disposition of stock or secuities...

Subsection (b) '-(3)- (B):fthe: House bill' has been amended by your
committee to provide that the term"afagrate dividends received"
includes only dividends which would qua or the dividends received
credit or exclusion in the hands of a shareholder who is an individual.
The rules of section 34 (c) and (d) are therefore made applicable in
determining the total dividend 'income of the investment company.
Accordingly, foreign dividends received by an investment company
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will not be included in the dividend income of the investment company
for the purpose of determining whether distributions by the invest-
ment company qualify for the dividends received credit, exclusion,
or deduction.
For treatment of dividends paid by the regulated investment com-

pany after the close of a taxable year, see the provisions of section
855.

This subsection may, be illustrated as follows: X investment .com
pany, which has complied with the requirements of section 852 (a)
pays a dividend of $2 per share for the taxable year ending December
31, 1064. If the aggregate dividends received by the investment com-
pany amount to only' 60 percgntaof its gross income, only $1.20'per
share (60 percent-of the dividend paid).may be taken into account for
the purposes of the above-mentioned credit, exclusion, or deduction.
Where the aggregate dividends received amount to more than 75 per-
cent of the investment company's gross income, no allocation need be
made and the entire dividend may be taken account of by the recipient
for purposes of the credit, exclusion, or deduction'.
Section 855. Dividends paid by regulated investment company after close

of taxable year
This section, which is identical with section' 855 of the House bill,

provides - rules to be' applied by'. the 'regulated investn'ieht company
and its shareholders with respect todividends which the investment
company ,pays after t le clfise of itss taxable ear.

Subsection (a) corresponds to and is substantially the same as
section 3'62-(b)',!(8)!of the '139; Code.

Subsection' (b) provides tihat'the shareiblder of the regulated invest-
ment company shall treat the dividends referred t ini silbsection(,)
'as received in the taxable year in whlih' the distriibUtion is-made.
Thus, dividendss distributed after the, close' of the investment'co'm-
pany's taxable year are included in' tlie shaireiolder' in'cominf6r 'the
shareholder's taxable year in which received even thoughh paid out of
the investment company eaianingsand profits for theirprio,year.

Subsection '(c) provides that, iii the case' of dividends p'id after
the close of its' taable year,thie notice requirements applicable in
the case of capital 'gains divid'eds (prrovided for in' sec. 82 (b)(3)),
the election W*ith"reSp'ct tb f6'i'gn' taxes providedd ,fo.r in' sec 853)
and the restridiions'pertaining '' 'rtain' dvidenids (pro ided' for : in
sec. 854) may be satisfied if'sucli notice is mailedd to'its siar'eholdeiS
not later than 30'days after the close'0of'the tai'able year' in which the
disltibutiopn1i9imade. ( .'-,-/:-. , :,' , ,;
Subsection (d) 'trovidethia, 'in ttie ce eof'in election madetinder

section 83' (relat ig'tod'toi the`'iireliolde' of th'e invest
meant company shall' coid e foreign income received; and the
foreign tax paid, as recerivd and 'paid, respectively, in'the shareholder's
taxable year in whiich distributionh'is 'ma '
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SUBCHAPTER N-TAX BASED ON INCOME FROM SOURCES
WITHIN OR WITHOUT THE UNITED STATES
PART I-DETERMINATION OP SOURCES OF INCOMm

Section 861. Income from sources within the United States
Section 862. Income from sources without the United States
Section 863. Items not specified in section 861 or 862
Section 864. Definitions
These sections, which are identical with sections 861-864 of the

IHouse bill, correspond to section 119 of the 1939 Code. No substan-
tive clang is ma(le, except that section 861 (a) (3) would extend the
existing 90-day $3,000 rule in the case of a nonresident alien employee
of a foreign employer to a nonresident alien employee of a foreign
branch of a domestic employer.

PART 11-NONRESIDENT ALIENSAND FOREIGN CORPORATIONS
SUBPART A-NONRESIDENT ALIEN INDIVIDUALS

Section 871. Tax on nonresident alien individuals
This section corresponds to section 871 of the House bill and to

section 211 of the 1939 Code. Thel House made no substantive change
except that: (1) the tax base of nonresident alien individuals not en-
gaged in trade or business in the United States is enlarged to include
gains, profits, and income which are considered gains from the sale or
exchange of capital assets; and (2) in keeping with the change noted
above in section 861 (a) (3), the 90-day $3,000 rule is also applied to
the nonresident alien employee of the foreign branch of a domestic
employer.

iour committee has revised the first change to restrict its scope
to amounts described in. section 402 (a) (2) section 631 (b) and (c),
and section 1235, which are considered to be gains from the sale or
exchange of capital assets. Thus, under the section as revised by your
committee, the nonresident alien individual not engaged in trade or
business in the United States would be taxable on the following addi-
tional items:-(a) Gains derived by an individual from a lump-sum dis-
tribution made to him by a qualifiedpension trust in 1 year on account
of his separation from the service of his employer, considered under sec-
tion 402 (a)) (2) to be gains from the sale or exchange of capital assets
to the extent that the amount of the distribution exceeds the amount
contributed by the employee; (b) gains derived from the disposal of
timber, coal, or iron, which are considered to be gains from the sale
or exchange of capital assets under section 631 (b) and (c) and section
1231; and (c) gains derived by an individual from transfer of an interest
in a patent, which are considered to be gains from the sale or exchange
of a capital asset under section 1235.

This change would not affect existing law in the case of other gains
from the sale or exchange of capital assets, such as stocks and
securities.
Section 872. Gross income
This section, which is identical with section 872 of the House bill,

is, in substance, identical with section 212 of the 1939 Code.
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Section 873. Deducion , ;
This section, which is identical with section 873:of tihe House bill, is,

in substance, identical with sections 213 and 214 of the 1939 Code.
Section 874. Allowance of deductions and credits j

Tlis section, relating to necessity'forfilingrreturn by nonresident
alien individual in order to seciured benefit of deductions and credits
is identical in substance with, sections 215 and 2i6, 3939 Code and
corresponds to section 874 of the House bill, ,:
Your committee has revised this section, to make it'clear that it

shall not be coiitrued to deny the credits for tax withheldatf the
source provided by section 31 (relating to tax withheld at the source
on wages), and section 32 (relating to tax' withheld at the source on
nonresident aliens and on tax-free covenant bonds),
Section 875. Partnerships
This section, relating to tax status of a nonresident alien who is a

member of a resident partnership, is substantially- identical -with
section 219, 1939 Code, and is identical with section 875 of the House
bill.
Section 876. Alien residents of Puerto 'Rico
This section, relating to special tax status of a nonresident alien who

is a resident of Puerto 'Rico, is identical in substance !with section 220,
1939 Code, and i-s identical with section 876of fthe House bill.
Section 8. Cro88 ejerence
This section is identical with section 877 of the House bill.

SUBPART B-FOREIGN CORPORATIONS

Section 881. Tax on foreign corporations' not engaged in business in
United States.

This section corresponds to section 881 of the House bill relating
to foreign corporationnot engaged, 'ntradeor business ini the United
States, and i, in substance, identical with section,231 (a), 199 od
exceptthat;it contains noi reference to treaties, and enlarges the tax
base of such corprpations...; ,,;;:,,,:
The House bill enlarged the tax base pf such cor.po'at.ions to include

amounts which are.considerea.fpbe gainsf'romthesale exchange
of capitalassets, Your committee has restricted the scope of ,thischanged to gains derived from' he disposal of tinib'r m'oal ;and roii
which are considered t6' be'gais'from the sale or exchange of capital
assets' under section 631i(b)' and (c), ad-sotion '1231. ; ' ;:i
Section 8S. 'Tona tir . i..; i
Except for a technical change in subsection (c), this section corre-
sponds:..tton.88'ofitheHou,.bri...:,, .',,,, .,. ...

Subsection t(itlaaigtoi method of taation foreign corpora-
tions eDengagedmtAaad'teo'idstates, is, in substance,
idenait ile23:i,,':',.-,:'.'::.f1
Subsetioni (1)', relathin to gr"ss income iA thee o'fare

rations, is, '1 slubstine,' identical with-section 231 (o),1939:'de,:
Subsecti'(.'C). ti'to' hi'/t.i i: fliWfffb_. f iLgn

corporatiokisio'rt'I'O ed i aneeofdd tiiedetios, staCe,
ideni ith c'wcIiB 2,5ft3tnUd 234, 1;939 ,d.
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Subsection (d), relating to return of tax by agent, is taken in sub-
stance from section 235 (a), 1939 Code.
Section 888. Exclusions from gross income
This section, relating to exclusion from gross income of foreign

corporations of ship and aircraft profits, is, in substance, identical
with section 231 (d), 1939 Code, and is identical to section 883 of the
House bill.
Section 884. Cross references

This section is identical with section 884 of the House bill.

SUBPART C-MISCELLANEOUS PROVISIONS

Section 891. Doubling of rates of tax on citizens and corporations of
certain foreign countries

This section, relating to discrimination in taxation against United
States citizens and corporations by foreign countries, is, in substance.
identical with section 103, 1939 Code, and is identical with section 891
of the House bill.
Section 892. Income of foreign governments and of international organi-

zations
This section, relating to exemption from United States tax of income

of foreign governments and international organizations is, in sub-
stance, identical with section 116 (c), 1939 Code, and is identical with
section 892 of the House bill.
Section 893. Compensation of employees oJ foreign governments or

international organizations.
This section, relating to exemption from United States tax of the

salaries and wages of alien employees of foreign governments and
international organizations, corresponds to section 116 (h), 1939 Code
and is identical with section 893 of the House bill. No change in
substance is intended to be made in the scope of the exemptions
accorded by section 116 (h), as in effect at the present time. Thus,
to the extent that the exemption provided by'section 116 (b) has been
modified in the case of alien individuals with immigrant status, by
legislation passed subsequent to the enactment of section 116 (h), this
section willbe -deemed subject to such modification.
Section 894. Income exempt under treaty
This section, relating to exclusion from gross income of items of

income exempt from tax by treaty, is, in substance, identical with
section 22 (b) (7), 1939 Code, and is identical with section 894 of the
House bill.

PART 111-INCOME FROM SOURCES WITHOUT THE UNITED STATES
SUBPART A-FOREIGN TAX CREDIT

Section 901. Taxes of foreign countries and of possessions of United
States

This section corresponds to section 901 of the House- bill.
Section 901, relating to credit for income, war profits and.ecexe

profits taxes paid or accrued to any foreign country and United Stat"s
possession, as revised by your committee, is identical in substancet;
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section 131 (a) of the 1939 Code. The House bill~wouldfhAyoeirmint
ted a taxpayer to credit a "principal tax" paid or accrued to then'ahi
tional government of a foreign country o of a possession of the United
States. This change has been eliminated by your committee
Section 90. 'Credit orpc orate tokholem fo nf orporation

Section 902 (a), (b), and (), as revised b your committee, is iden-
tical in substance to section 131 (f),of the 1939 Code, relating to credit
by domestic corporation for income, war profits, and excess profits
taxes paid by a foreign,corporation to any foreign country ~or posse-
sion of the United States.......- -

The House bill revised the provision for credit to take into account
credit for a principal tax.. This change has been eliminated by your
committee.

Section 902 (d), a new subsection added by the Hous'e bill "a'd
revised by your committee, relates 'to the nature of 'ertain payments,
made by a Wholly owned- foreign subsidiary to its domestic parent
corporation, for !purposes 'of the: foreign tax credit of the domestic
parent under section 902.

Subsection (d) provides that, for purposes of ,this subtitle, If-
(1) a; domestic corporation' ows, directly or indirectly," 100

percent of all classes of, outstanding stock ot a foreign coloration
which is' engaged in manufacturing, production or mining, an'd

(2) such- domestic corporation-. receives property ii :the form
of a royalty, or compensation from such- foreign corporation
pursuant to 4 contratual arrangement under whichthdomeotic
corporation furnishes services or; property, n; consideration; for
the property received from the tolreign, corporation, and;,

(3) such contractual. arrangement ,provides that ,.the. property
received by the domestic corporation s, in lieu of dividends, and
that the foreign, cporation wl: neither declare :nor;psy, any
dividends in any calendar arr in which such property is paid to
the domestic corporation,

then the excess of the fair market,value of suchpioterty io receiIed
by such doinetic corporation over the"cbst to'stch domestic corpbra-
tion of theirproper y 'and servicese ' furnied, ystih 'dstieco-
poration shalltbettietd as distribution 'i' foreign corporti6ii
to such domestic corporation., The subsectio/t furtherprovides that,
for purposes of section 301,t31e amoun t of -uChdistnbution shal.be
such excess, mlieu of any amount otherwith detemridiine de section
301, without regard to section 902, (d): ,ad tliat the, basis of;sch
property; so received, by such domestic corpor'ion shall, be,the fair
market 'alue of such.propetyhin- lieu of the baai otherwise doter
mined under section 301 (d) without regard to this ubection .
Section 903. P'incipai taxr
Your committee !has:eim td,'the cnce of "prtanmbodi"!ei section 903 of ie.House bi,nmd'a'restredm'shion

903 6t roivisions ofpil'tl o i1'J.*2":' '":; ::',;-* i;
'

i

S·.,S , S,,.!:;*
, ,).:i*': ;.

·s inQ. Z:".', cl.'e- ·'"
';i...* .":li," :'..; ; ;^..::-';,'.t

Section 904, relating to limitation on the amount of the; ie',it. o¢
foreign taxes, corresponds to section 904 of the House bill and 'w the.
"per country" limitation i section 131 (b) (1), 1939 Code. The
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"overall" limitation in section 131 (b) (2) of the 1939 Code is
eliminated.
The section limits the amount of credit for taxes paid or accrued

to any foreign country or possession of the United States under this
subpart to tTie same proportion of the tax against which such credit
is taken, which the taxpayer's taxable income from sources within
such country (but not in excess of the taxpayer's entire taxable in-
come) bears to his entire taxable income for the same taxable year.
The House bill contained an additional limitation to take into

account the 14 percent tax credit allowed a domestic corporation by
sections 37 and 923 of its bill with respect to business income from
foreign sources. This limitation has been eliminated by your com-
mittee to conform to its elimination of such-sections from the bill.
Section 905. Applicable rules

'This section corresponds to section 905 of the House bill and as
revised by your committee, is identical in substance to section 131 (c),
(d), and (e) of the 1939 Code. The House bill contained amendments
to conform to other provisions of the House bill relating to principal
tax. These amendments have been eliminated by your committee
to conform to its elimination of provisions for credit for principal tax.

SUBPART B-EARNED INCOME OF CITIZENS OF UNITED STATES

Section 911. Earned income from sources without the United States
This section, which is identical with section 911 of the House' bill,

relates to exclusion from gross income of earned income derived from
sources without the United States by citizens of the United States
and is in substance, identical with section 116 (a), 1939 Code except
that the definition of earned income has been revised to raise the limi-
tation from 20 to 30 percent in a situation where personal services
and capital are material income-producing factors.
Section 912. Exemption for certain allowances
This section (which is identical with section 912 of the House bill)

relates to exclusion from gross income of allowances in the case of
officers and employees of the United States or its Foreign Service
and is, in substance, identical with section 116 (j) and (k), 1939 Code.
SUBPART C-WESTERN HEMISPHERE TRADE CORPORATIONS

Section 921. Definition of IVe8tern Hemisphere trade corporations
This section, which corresponds to section 921 of the House bill,

is, in substance, identical with section 109, 1939 Code, except that a
domestic corporation which does all its business in the Western
Hemisphere is not disqualified because of incidental purchases
elsewhere.,

This section, as revised by your committee, provides that for any
taxable yyer bg ning pior to January; 1,, 1954, the determination
as to whether: any:corporation meets the requirements of section 1Q09
of the 1939 Code shall be made as if this section had not been enacted
and without inferences drawn from the fact that this section is not
expressly made applicable with respect to taxable years beginning
prior to January 1, 1954.
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Section 922. Special deduction ,
This section, which is identical with section 922, of the House' bill,

provides a special; deduction against taxable income.:for domestic
corporations qualifying as Western Hemisphere trade cororations.
This special'deduction is substantially equivalent t the'crdit against
net income provided in section 26;'(i), 1939 Code, The deddetion is in
an amount cohiputed by multiplying'the taxable income of such a
corporation (computed without regard to thes'ction) by'âfraction,
the numerator 'of which is 14'percent; and the denominator Of which
is that percentage which equals the sum of 'the normal tax rate' and
the surtax ratefor' the taxable year piescribed by section' 11. The
fraction is the same whether the corporation is subject to the combined
normal tax and surtax; or ofily the normal tax.

SUBPART D-POSSESSIONS OF THE UNITED STATES

Section 931. Income from sources within possesomwns of the United States
This .section, which is identical with section 931 of the House bill,

is identical; in substance, with section 251, 1939 Code.
Setion 952. (iziens'oJ po6sesiwns 'f' Unid Staies

This section, which is identical with section 932 of the House bill,
is, in substance, identical ,with action 2652, 1939 Code.
Section 9SS. Income from sources within Puerto Rico
This section, 'whii is identical with section 933 of the House bill,

is, in substance; identical with 'section 116 (1), 1939 Code.
SUBPAiRT &-CHINA TRADE ACT CORPORATIONS

Section 941. Specildedution for C.inr. Trade Act corporons;.
This section; which corresponds to section 941 of the Hotise bill and

to section 262, 1939 Code, allows a corporation organized iinder
the China Trade Act a speci, I duction in computing its taxable
income . The amount of th' deduction formerly" ' credit'ianst
net inicom6) has, be' rev - t an aiount'equal th roiotion
of 'the liablele:icome· derived·from: urceswithii..For.ia aInnd
HongKong;w ch te p-par vlie4 dtfiThe shares' of Wtobk, onediln
HheJ'lt'dv:ofi te?'M hxab"e' ar' "

y i:( eioins;ftnsidwnt'S tio/O
oiaong-B~_(instdaaStates, or possessions of the United State, and (2) individual citizies
of the-United States (but not of China as und,'existing law), bears
to the WparwalueofthWenwol'inlmbeibof shares of'sft''k'6f the cor-
porattionouts h dt., T q fia exstng
law ,that the special' :creditagait net income will n:oe alkwed
unIeIs&&8rporatioi ha Iitibi'' cidiideid of ified
nabti'irhas beei' re ;stc o b'!'- t'aVe':'ietAl: the.
definition of China-has le
Your committee has 'revised tion941 of thefHt binl" a to
includeHonlon(p iditieo wiiq ,rop 1 ns
and., to. onfin he.; benfi:ito.ixainbltnm. e,8 i.ina ,w.
Formo and 6Hoig!-Kong (instead, Of inhia);
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Section 942. Disallowance oj foreign tax credit
This section, which is identical with section 942 of the House bill, is

identical, in substance, with section 263, 1939 Code.
Section 943. Exclusion of dividends to residents of Formosa or Hong

Kong
This section corresponds to section 943 of the House bill and to

section 116 (f), 1939 Code,except that, conforming to the changes
made by section 941, a resident of Formosa or Hong Kong (instead
of China, as under existing law) may exclude from gross income,
dividends received from a China Trade Act corporation.

SUBCHAPTER 0-GAIN OR LOSS ON DISPOSITION OF
PROPERTY

PART I-DETERMINATION OF AMOUNT OF AND RECOGNITION OF GAIN
OR Loss

Section 1001. Determination of amount of and recognition oj gain or o108ss
This section corresponds to section 1001 of the House bill which,

except for conforming clerical changes, is the same as section 111 of the
1939 Code.
Your committee has made the following two changes in this section:

(1) The general rule in subsection (b) that the amount realized
from the sale or other disposition of property is-the sum of moneyreceived plus the fair market value of property received is quali-
fied by the addition of special rules relating to real property taxes
subject to the special treatment under section 164 (d).

(2) A technical amendment has been made to subsection (c) so
that the reference to other provisions to determine the extent to
which gain or loss shall be recognized will be made only to section
1002.

Section 1002. Recognition of gain or loss
This section corresponds to section 1002 of the House bill and sec-

tion 112 (a) of the 1939 Code. In general, it'provides that the entire
amount of gain or loss determined under section 1001 shall be recog-
nized except as otherwise provided in this subtitle. The exception
is made in general terms rather than in reference to specific subohap-
ters as in the House bill.

PART II-BASIS RULES OF GENERAL APPLICATION
Section 1011. Adjusted basis for determining gain or o108ss8

This section is identical with section 011 of the House bill and
except for conforming clerical changes, is the same as the initial
sentence of section 113 (b) of the 1939 Code.
Section 1012. Basis of property-cost

This section corresponds to section i012 of the House billwhich,
except for conforming clerical changes, is the same as the first clause
of section 113 (a) of the 1939 Code. Your committee has added a
proviso to the effect that the cost of real property shall not include
any amount in respect of real property taxes which are treated under
section 164 (d) as imposed on the taxpayer.
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Section 101S. Basis of property included in inventory
This section is identical with section 1013 of the House bill and

section 113 (a) (i) of the 1939 Code.
Section 1014. Basi of property acquired from a decedent
This section is derived from section 1014 of the House bill with so'te

additional:substantive changes. It corresponds to section 113 (a)' (6)
of the 1939 Code providing :in substance that the basis of, property
acquired by bequest, devise, or inheritance or by the .decedent's
estate from the decedent is the fair, market value of such property
at the date of the decedent's death, or at the optional valuation date
under section 811 (j) where such date is elected for purposes of estate-
tax valuation., ; . .

Under existing law1 there is.no uniform correlation between section
113 (a). (5) and section- 811 .of the i939 Code; relating.;t6 property
includible in the decedent's gross estate. Section 113 (a) (5) applies
basically to property in the decedent's probate, estate and! includible
in his gross estate under section 811; (a). In addition, it appliesto
property acquired by certain specifically described methods of dis-
position which are treated as though th. acquisition. was 'by bequest,
devise, or inheritance." However, it' does not apply, to numerous
other types of disposition which result in inclusion of the property, for
estate, tax purposes, such as property transferred' in contemplation of
death or property acquired by'a surviving jint tenant Or tenant by
the entirety. :

This section sets forth in paragraph (9) an additional rule applicable
to property :acquired from a decedent by reason.of death form of
ownership; or other conditions (including property acquired through
the exercise or;nonexercise' of. a power of appointment) if, by'reasdn
thereof the property isi required to be' included in .determining the
value of the decedent's gross estsate.. Thus all property.-required to
be included'in a decedent's gross estate will receive'a basis determined
under this section 'either under paragraph t(9)i or; under :one loft the
provisions continued from' present law.: Some'. property not req uired
to be included in the decedent's'i gro0 estate.will receive :a" basis
determined under this section as proVided in present law', The general
rule is stated in the preamble'ol subsection (a) as applicable t9 property
in the hands of a 'person acquiring the property from the descent or
to whom the property.paasel from the decedent,,. The rule is subject
to the- limitation .that it ,shall only. apply to pope'Aty. which, has rnot
been, sold,i exchanged, or' otherwise-dispdsedi of before the decedent's
death by the-person to whom 'the property passed. from the 'decedent.
Thus, in the case of a transfer in contemplation of deathitheibasis of
th erty,, i the:hands 'ftheroperty of thdonee ho ha, retamed the:prp Y
until the decedeits death hal be ''tii under this section.
If,ts owerbt th ion"asdit oth f tperHd Er X . suli'iate
itebOasis i 'm enansot:eX oe rnu
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annuity to property acquired from a decedent dying before January 1
1954. In the case of decedents dying after such date, the basis shall
be determined in a manner consistent with the provisions of section 72,
relating to the income-tax treatment of annuities. Your committee
separated paragraphs (1) through (9) of subsection (a) of the House
bill into a new subsection (b) for greater clarity. The only substantive
change in either subsection (a) or paragraphs (1) through (8) of sub-
section (b) is the correction of a typographical error in paragraph (5)
by changing "August 6" to "August 26".
Paragraph (9) has been substantially revised by your committee.-

It has been made clear that this paragraph does not apply to property
described under any other paragraph.- Thus the special basis rules
prescribed in paragraphs (5) and (7) will continue to apply in the case
of decedents dying after December 31, 1953, as well as the general
rules set out in other paragraphs (except where the paragraph is
specifically .made inapplicable after a certain date). In the case of
property acquired before the death of the decedent to which para-
graph (9) applies, the basis is the value at the applicable valuation
date reduced by the deductions allowed to the taxpayer for exhaustion,
wear and tear, obsolescence, amortization, and depletion on such
property before the death of the decedent. Although the alternate
valuation date is applicable, under this rule the taxpayer's basis would
be the value on the valuation date less the specified deductions before
the decedent's death and this basis will be applicable from the date of
the decedent's death. This paragraph does not apply to property
acquired from a nonresident not a citizen of the United States unless
the property is located in the United States since the property.not
within the United States is not required to be included in computing
the value of the decedent's gross estate. This paragraph will also not
affect property acquired for loss than full and adequate consideration
to the extent the property is regarded as being acquired for full and
adequate consideration. The taxpayer's basis will thus never be less
than his cost (less adjustments to basis) although in the case of
property acquired by gift the basis may be reduced to zero.

Subsections (b) and (c) of the House bill have been redesignated as
subsections (c) and (d), respectively. Subsection (c) of your commit-
tee's bill provides that this section shall not apply to property which
constitutes a right to receive an item of gross income in respect of a
decedent to which section 691 applies. This subsection makes explicit
the rule of existing law. Subsection (c) of your committee's bill
provides that this section shall not apply to restricted stock options
described in section 421 where the option has not been exercised by
the employee at his death.
Section 1015. Basis o property acquired by gifts and transfers in trust

This section is identical with section 1015 of the House bill. Except
for dcoforming clerical changes, subsection (a) is the same as section
113 (a) (2) of the 1939 Code, subsection (b) is the same as section
113 (a) (3) of such Code and subsection (c) is the same as section 113
(a) (4) of such Code. No substantive change is made.
Section 1016. Adjustmn to basis
This section corresponds to section l016 of the House bill and is

derived from section 113 (b) of the 1939 Code. A number of new
provisions were added in the House bill necessitated by changes made
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elsewhere in the proposed new code.! Two of such provisions, para-
graphs (14) and (16), relating respectively to mortgage fQreclosures
and to soil and water conservation expenditures,. have been deleted
by your committee in view of the elimination of section 10358and in
view of the elimination of those provisions in section 175 (relating to
soil and water'conservatio6n expehditdres) which required adjustments
to basis even though the taxpayer treated the expenditures as expenses
not chargeable to capital account. Your committee has also amended
paragraph (15) (redesignatea par. (14)) to limit the adjustment for
amounts allowed as deductions under section 174 relating to research
and experimental expenditures, to expenditures under section' 174 (b)'
(1). Your committee has also added a'new paragraph (15) providing
for adjustment for deductions disallowed under' section 272 relating to
the disposal 'of coal and iron ore.
The new sentence in paragraph (2) which refers to the' situation

where no method of depreciation is used, is 'necessary to determine
under what method of depreciation the depreciation allowable will'
be computed. If the taxpayer has not 'taken a depreciation' deduction
eitherr in the current year or'for 'any prior year) the adjusted basis of
the property shall be determined by using the staigh't-lintemthod of
depreciation. If the taxpayer, however, has taken a deduction for
depreciation, 'under .oneo of ,the methods provided in section. 167 for
1 or more years but has.omitted- the deduction in other years, the
adjustment for the depreciation allQwable in such a case will, of course,
be the deduction under the method which was used by. the taxpayer,
Thus if A has property on which he took a depreciation deduction'
computed under the method described in section 167 (b) (2) (the de-
clining-balance method) for the first year of its use but did not take a
deduction in the second and third years of .the assets life, the deprecia-
tion allowable forethe second and, third, year ,will be computed under
the decining-balance method. Likewi'e, if A'did not. take a deprecia-
tion deduction .for the first 2 years and. then began, taking a dd,uctio
under the declning-balance method the adjustment to the asset basis
for.the first 2. years will be under, the; declhing-baliac n^ethod., If,
however, A took varying deductions under. no method of deprecia-
tion in several years which were allowed on .his return ]andnno deduc-
tions in other.years the adjustment to the propertes basis" ill.be made
for the,depreciation' allowed under the varying deductions/but for the
years in whichp. deductin, was taken the adjustment will be made,
under the. straight-linmelto/,-& ; :

, !
Section 1017. Discharge of indebtedness .

This section is in substance the same section 1017, of the House.
bill ,which,;excep.t forconfor'i denA'cl ,ching .add,deeo.ns of;, the
reference to,' crpo.raions:ne"estatedl b,,ythe change nde in. section
108 (a), s. ;thei s,eas section, 11,3 '( (3) of the 1939:Cde..; nsofar
as .the ection,r:'ere,to income with, respect to which 'sis',mustb
reduced the referevce1 tosectiono 108 has been change to ectlon
108- (a) inasmuch as this .etion dpes not apply to amount excluded,
from incmeMunidqrsoci.o108, .t',,,," ', -

Sectio 1018. AdjA tF Of;pittr't.bi,18
This sectS,etion'i.,di 'wio1lft'ieoHouebill

eX("t'tIfotnf i l -:ri; ]fiB'iWtlhaetn̂etin 113-x .'. ", *.7- .d No Ch . iiig 4i!"F4~~~ ~,ti`9 Atmt
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Section 1019. Property on which lessee has made improvements
This section is identical with section 1019 of the House bill and,

except for conforming clerical changes, is the same as section 113
(c) of the 1939 Code. No substantive change is made.
Section 1020. Election in respect of depreciation, etc., allowed before 1952

This section is identical with section 1020 of the House bill and,
except for conforming clerical changes, is the same as section 113 (d)
of the 1939 Code. No substantive change is made.
Section 1021. Sale of annuities
This section is identical with section 1021 of the House bill. It has

no corresponding section in present law. It integrates the new method
for determining the taxable portion of an annuity (provided in sec.
72) with the determination of basis on sale of an annuity contract.
Under the general provisions of section 1221, an annuity contract will
ordinarily qualify as a capital asset. Tax-free recoveries, which would
be subtracted from basis, may for the long-lived annuitant exceed the
investment in the contract. This section provides that the basis of
the contract shall not be less than zero.
Section 1022. Cross-references

This section, like the same section of the House bill, contains
cross-references. The references in'paragraph (1) referring to certain
corporate distributions has been changed from section 301 (b) (2) to
section 301 (c) (2).

PART III-COMMON NONTAXABLE EXCHANGES
Section 1031. Exchange of property held for productive use or investment
This section corresponds to section 1031 of the House bill. Sub-

section (a) is the same as section 112 (b) (1) of the 1939 Code. Sub-
section (c) corresponds to section 112 (c) (1), and subsection (c) cor-
responds to section 112 (e). Your committee has made conforming
references in both of these subsections to section 1036 which was
added to the bill.

Subsection (d) corresponds to section 113 (a) (6) of the 1939 Code.
However, your committee has added the second sentence of such
subsection which was omitted in the House bill. Your committee
has also omitted the phrase "decreased in the amount of loss" recog-
nized to the taxpayer since subsection (c) provides that no loss may be
recognized.
Section 1082. Exchange of stock for property

This section, relating to the exchange by a corporation of its stock
for property, except for a change in cross-reference, corresponds to
section 1032 of the House bill. It has no counterpart in existing law.
Under present law, whether the disposition by a corporation of shares
of its own capital stock gives rise to taxable gain or deductible loss
depends, under certain decisions, upon whether the transaction con-
stitutes the dealing by a corporation in its own shares which is to be
ascertained from all of the facts and circumstances. The purpose of
this section is to remove the uncertainties of present law.

Subsection (a) provides that no gain or loss, shall be recognized to a
corporation on the receipt of money or other property in exchange
for stock (including treasury stock) of such corporation.
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In section 362 (a) (2), referred to in subsection' (b), it is provided
that the basis of property acquired by a corporation in certain
exchanges for its stock shall be the same as it would be in the hands
of the transferor, increased in the amount of gain recognized to the
transferor upon such transfer.·
Section 1033. Involuntary conversions
This section corresponds';to section 1033'of 'the' House bill' which

reenacted section 112 (f)'of the1:i939 Code with oone substantive change,
Section 1033 (b) 'extends the provisions of the section to property

used by the taxpayer as his principal residence, if the destruction
theft, seizure, requisition, or condemnation of the residence occurred
after 1953.
Your committee has added a new subsection (d) to treat as an

involuntary conversion a sale or disposition of property lying within
an irrigation project if such sale or disposition is made in order to
conform to the acreage limitations of the Federal reclamation laws.
Section 1034. Sale or exchange of residence
This section is identical with'section 1034 of the House bill.
This section is 'derived from section 112 '(n) of existing law; which

provides for nonrecognition of gain where a taxpayer sells his principal
residence and purchases and occupies another within one year before
or after the sale. The gain is recognized only to the extent that the
selling price of the old residence exceeds the cost of the new one. Four
substantive changes have been made in this section as it appears in
this code.

In subsection (b) the definition "adjusted sales price" has been sub-
stituted for the existing term "selling price." Adjusted sales price is
defined as the amount realized, reduced by the aggregate, of the
expenses for work performed on the old residence, in order to assist
in its sale, during a 90-day period prior to the contract of sale, which
are paid for within 30 days after the date of sale and which are not
otherwise allowable as deductions or taken into account in computing
gain ...
Both under existing law and the new code;,selling expenses are

deducted from the selling price in determining the "amount realized"
on the sale... Thus, this revised definition,has the effect of permitting
both the selling !expenses includingg a, broker's commission) and the
cost of "fixing up" the old residence for' purposes of sale to be. sub-
tracted from the sales price in computing gain on the sale of the old
residence. The definition realistically recognizes that'what the seller
actually receives on the sale of the 'old residence is the net proceeds
of sale (less the "fixing up"expenses) rather than the' nominal selling
price. The basis of the new residence will, where applicable, be
adjusted by, this' amount rather than,1 as formerly the: sellimg.price.

In subsection (h) it is provided that the replacement period shall be
suspended during any 'timethat the taxpayer(or,his"spousif ,tih old
residence and the new residence are each used by the taxpayer. and
his spouse as their residence) serves6n extended active: duty Wifth thie
Armed Forces 'of' the 'United States after the date of the sale of'the
old residence and' during aii'induction period, except that iny such
period as so suspended shall not extend be ond the date 4 yearS after
the date of the sale of the old residence. This is a slight change from

48590*-G4-28

427



INTERNAL REVENUE CODE OF 1954

section 112 (n) (8), which provides that such period is suspended
while the taxpayer is on such duty after the date of sale and before
January 1, 1964. Your committee has eliminated the cutoff date of
January 1, 1954, thereby permitting suspension of the statute where
active duty continues beyond this date, although the requirement
that any such period of suspension shall not extend beyond a date
4 years from the date of the sale of the old residence has been retained.

Subsection (i) provides that this section shall be inapplicable to the
involuntary conversions of personal residences occurring after iDecem-
ber 31 1953. An involuntary conversion is defined as the destruc-
tion, theft, seizure, requisition, or condemnation of property, Or the
sale or exchange of property under threat or imminence thereof.
This section will continue to apply to all sales or exchanges of per-
sonal residences which do not constitute such an inv61untary conver-
sion; if a residence is so involuntarily converted, the taxpayer will
have the privilege under section 1033 (a) (3) (B) (ii) of applying to
the Secretary or his delegate for a longer replacement period in the
same manner as taxpayers possessing other types of involuntarily
converted property, since section 1033 (formerly sec. 112 (f)) has
been made applicable to such conversions of personal residences.
Section 1035. Certain exchanges of insurance policies
This section corresponds to section 1036 of the bill as passed by the

House, but your committee has made significant changes. A pro-
vision has been inserted in subsection (a) (2) limiting; the nonrecogni-
tion of gain or loss on the exchange of one endowment insurance con-
tract for another to instances where payments under the contract
obtained begin no later than they would have begun under the con-
tract exchanged. Secondly, the word "ordinarily" has been inserted
in the definition of a life-insurance contract in subsection (b) (3) to
include as life insurance and not as an endowment those contracts
which, although in other respects not considered as payable to the
insured during his lifetime, may become payable to a very long lived
insured when he reaches such an advanced age. Finally, your com-
mittee has stricken subsection (c), relating to basis, in its place adding
a cross-reference to section 1031 (d) for rules relating to the basis of
property acquired in an exchange described in subsection (a), and has
eliminated the cross-reference to rules relating to exchanges involving
an assumption of liability or property burdened with an assumption
of liability.
The section provides that exchanges of life insurance, endowment

or annuity policies for such policies shall be tax-free, except that the
exchange of an endowment for a life-insurance policy, or of an annuity
for a life-insurance or endowment policy, will continue, as under exist-
ing law, to be considered a taxable exchange.

Subsection (b) includes a definition of each of the three types of con-
tracts inasmuch as the section draws a statutory distinction between
life insurance, annuity, and endowment contracts.
Section 1036. Stock for stock of the same cpor action

This section which is not contained in the House bill, is the same
(except for certain cross-references in subsection (b)) as section 112
(b) (2) of the 1939 Code.
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PART IV-SPECIAL RULES

Section 1051, Property acquired during affiliation
This section corresponds to section 1'051 of the House bill and to

section 113 (a) (11) of the 1939 Code. In the House bill certain
changes from existing law were required by reason of the codification
of the consolidated return regulations in chapter 6. Since your com-
mittee has in general restored existing law with respect to consolidated
returns, it has also restored the substance of existing law in this section.
Section i052. Basis' established by the Revenue Act of 1932 or 1934 or

by the Internal Revenue Code of 1939
This section? except for a technical change in subsection (c), corre-

sponds to section 1052 of the House bill. Subsection (a)'is derived
from section 113 (a) (12). Subsection ;(b) is derived from section 113
(a) (16). Subsection (c) is new. -If property was acquired before
the effective date of the new code, the basis of the property will not
be affected by the transition from the 1939 Code to the new code.' In
the case of provisions of the 1939 Code which are incorporated in the
new code,where there is no specific reference in a particular section
to acquisitions in taxable years before the effective date of the new
code, section 7807 will require the basis to be the same as the basis
provided under prior law.- In the case of provisions of 'the 1939
Code which have no corresponding provision"in the new code, it is
specifically provided here that the basis in taxable years under the
new code shall be the basis prescribed in the 1939 Code.
Section I053. Property acquired before March 1, 1913
This section is identical with section 1053 of the House bill and

except for conforming clerical changes is the same as section 113 (a)
(14) of the 1939 Code. No substantive change is made.
Section 1054.' Cross-references
This section containing cross-references is identical with section

1054 of the House bill.

PART V-CHANGES To EFFECTUATE FCC PoLICY

Section 1071. Gain from sale or exchange to effectuate policies of FCC
This section is identical with section 1071 of the House bill.' Except

for conforming clerical changes subSection (aj is the same as section
112 (m) of the 1939 Codo. Subsection (b) is a cross-reference to the
appropriate basis provisions.

It should be noted that this provision deals with: changes in the
ownership or control of "radio broadcasting" stations. The term
"radio broadcasting" 'as used in this bill and the 1939 Code has an
established meaning in the industry and in the administration of the
Federal Communications Act which is sufficiently comprehensive to
include telecasting.
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PART VI-EXCHANOES IN OBEDIENCE TO SEC ORDERS
Section 1081. Nonrecognition of gain or 1oss on exchanges or distribu-

tions in obedience to orders of SEC
This section is identical with section 1081 of the House bill which,

except for conforming clerical changes, is the same as section 371
of the 1939 Code.
Section 1082. Basis for determining gain or loss
This section is identical with section 1082 of the House bill and is

the same as section 372 (except subsection (a) (3) which is the same
as section 113 (a) (17)) of the 1939 Code.
Section 1083. Definitions
This section is identical with section 1083 of the House bill which

except for conforming clerical changes, is the same as section 373 ok
the 1939 Code.

PART VII-WASH SALES OF STOCK OR SECURITIES

Section 1091. Loss from wash sales of stock or securities
This subsection is identical with section 1091 of the House bill. Sub-

sections (a), (b), and (c) are the same as subsections (a), (b), and (c),
respectively, of section 118 of the 1939 Code. Subsection (d) cor-
responds to section 113 (a) (10) of the 1939 Code.

SUBCHAPTER P-CAPITAL GAINS AND LOSSES

PART I-TREATMENT OF CAPITAL GAINS

Section 1201. Alternative tax
This section corresponds to section 1201 of the House bill and is

derived from section 117 (c) of present law which provides the alterna-
tive tax on capital gains. No substantive change is intended, al-
though in the interest of simplification the computation of the alterna-
tive tax is described in two steps rather than three. The section
differs from section 1201 of the bill as passed by the House in that
it is specifically provided that any effects of section 21, relating to
changes of rates during a taxable year, are to be disregarded. There-
fore, the alternative tax rate under the proposed code for taxable years
beginning before April 1, 1954, will be 26 percent regardless of the
fact that the year ends after April 1, 1954.
Section 1202. Deduction for capital gains

This section corresponds to section 1202 of the bill as passed by the
House except that reference is made to section 662 in addition to
section 662, relating to inclusions of amounts in gross income of
beneficiaries of trusts. The section is derived from section 117 (b)
and in part from section 23 (ee) of present law with no change in
substance intended.
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PART II-TREATMENT OF CAPITAL LOSSES

Section 1211. Limitation on capital losses
This section corresponds to section 1211 of the bill as passed by

the'House except that reference to the deductions of sectioh' 151,
relating to personal exemptions, has been enlarged; to include any
deductions. available in lieu thereof in respect to the deduction for
trusts and estates under section 642 (b). The section is derived 'from
section 117 (d) of present law with no substantive change intended.
Section 1212. Capital loss carryover

This section corresponds to section 1212 of the bill as passed by the
House. The: section is derived, from section 117 (e) of present law
which provides a carryover of net capital loss.
A clarifying amendment has been male to the House bill which

restates the rule' provided in'section 322 (d) of the Revenue'Act' 6f
1951 by specifying that a capital loss for a taxable 'year beginning
before October 20, 1951, is to' be determined under the applicable
law relating to the computation of capital gains 'and losses in effect
before that time. No substantive change from present law is intended.

PART 'III-GENERAL RULES FOR DETERMINING CAPITAL GAINS AND
LOSSES

Section 1221. Capital asset defined
This section corresponds to section 1221 of the House bill and is

derived from sectionn 117 '(a) (1) 'of present law which provides that
a capital asset is property' held by the taxpayer with certain exceptions.
The only substantive change intended is the insertion of a new
exception relating to certain accounts and notes receivable. .This is
set forth. in paragraph (4) which excepts from the definition of capital
assets accounts or notes receivable .acquiired in the ordinary course
of trade or business for services rendered or from the sale of property
described in paragraph (i),:that is, stock in 'trade .or' inventory' or
property held for sale to cus'tomers'in the ordin'ary'"course of trade
or business. This will change present law treatmente' for,' example,
as follows: If a taxpayer, acquires a note or account treceivable -in
payment for inventory or services rendered, report it as income,
and sells it at a discount, then this' amendment ill 'provide ordinary
loss treatment'. Under .present law 'such treatment is only allowed
if the taxpayer is also, in effect, a dealerin'm such' accounts or notes.
Alternatively the taxpayer may sell the account or,note' for sonme-
thing more than the discounted value that Was originally reported.
Under, present law this difference would be capital gain unless the
taxpayer is such a dealer. The amendment Awill cause such gain to
be ordinary ncomem'·,., :,, . :, :: -'-

This' section is identical with section 1221 of the' bill 'M passed by
the HYousewith '-voltteptio'ns. In'' ia'pa ph (4); reference tb
installment obligations to which section 453 (d),'or' which'isection
1035 relatingg i' foreo!isureg 'f! pro6pey)*aiippliep.i'hali'been
eliminaed byyour 'initteear uni eesary. In'pIragA the
reeieie to certainGovernment bon-dsiissued at- discount' prior ito
January 1, 1955, has been stricken so that all such' Godvrnment'to6d8s
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issued at a discount will continue, as under existing law, to be treated
as noncapital assets.
Section 1££2. Other terms relating to capital gains and losses
This section is identical with section 1222 of the bill as passed by

the House. It is derivedfrom section 117 (a) (2) through 117 (a) (11)
of present law. The only substantive change is in paragraph
(9) (B) (ii) which provides the computation of net capital gain in the
case of taxpayers other than corporations for the purposes of the
application of the net loss carryover. One step in the computation
involves computing taxable income without regard to the deduction
for personal exemptions. The language is added by the bill, "or any
deduction in lieu thereof," which is intended to cover the deductions
allowed by section 642 (b) for a trust in lieu of personal exemptions.
Section 1223. Holding period of property
This section corresponds to section 1223 of the House bill.
This section is derived from section 117 (h) which relates to the

determination of the period for which a capital asset is deemed to
have been held. Several substantive changes have been made.

Paragraph (1) replaces section 117 (h) (1) which provides that, in
the case where property received in an exchange, has, in whole or in
part, a carryover of the basis of the property exchanged, the taxpayer
may add the holding period of the property exchanged to the holding
period of the property received. The amendment provides that this
tacking on of holding periods is only allowed where the property
exchanged was also either a capital asset in'the hands of the taxpayer
or property described in section 1231 (relating to property used in' the
taxpayer's trade or business, and involuntary conversions). This
amendment is only applicable if the sale or exchange of the second
asset occurs after March 1, 1954. This will change prospectively the
rule laid down in Comm. v. G/racey (i59 F. (2d) 324), which, under
present law, permitted the tacking on of the holding period of a
noncapital asset to the holding period of a capital asset where the
latter was received in a tax-free exchange for the former'.

Paragraph (5) extends'the rule of present la'w which provides that
the holding period of stocks originally acquired as stock dividends
shall include the period for which thle taxpayer held the basic stock
with respect to which the dividends were issued. Under the bill this
rule will be applied to stock acquired in a spin-off as well as stock
acquired by means of a nontaxable stock dividend.
Paragraph (8) is new. This section 'provides 'that if a taxpayer

accepts delivery of a commodity in satisfaction of a cominodity
futures contract, the holding period of the 'commodity shall include
the period for which the taxpayer held the futures contract,' This
reverses the' present position of the Internal Revenue Service stated
in I. T. 3919i 1948-2 C, B. 67. . ., ..Paragraph (9) incorporates a change from the drafting technique
used in the present law., The subsections in this'bill can relate to
assets originally acquired mitransactions under: prior lw, In'preient
law the applicable provisions of prior laws are stated. 'In' thl bill
section 1223 (9) states .that the reference ,',any 'oth sectoei'sthat11
be deemed a reference to the correpondiig provision of tie 1939
Code or prior internal revenue laws. The sections of prior law
intended here are the same ones stated in the corresponding sections
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of the 1939 Code. The sections corresponding to section 1081 (c)
are section 371 (c) of the Revenue Act of 1938 and section 371 O()
of the 1939 Code. The sections corresponding to section 1091 are
section 118 of. each of the following: The Revenue Acts of 1928,
1932, 1934, 1936, and 1938 and the 1939 Code.
Four amendments were made to section 1223 of the House bill.-,In

paragraph (1), the previously discussed reference to property us;.d' m
the trade. or business'of 'the taxpayer (as described in sec. 123'1)'l'Tas
been added. Subsection (1) .(B) of the bill as passed by the JHouse
(permitting a foreclosure to be considered an exchange of indebtedness
for property acquired) has. been eliminated, Due t'o new provisions in
sections 355 and 356 of subchapter C, a new subsection (1) (B).'has
been added to treat certain distributions covered by those sections as
"exchanges" in order to permit the "tacking on' of holding. periods.
It has'also been made clear by your committee that the tacking on of
holding periods allowed in paragraph (5) will occur where the spin-off
took place before January .1, 1954. Correlating changes have been
made in the cross-references of paragraph (10).
PART IV-SPECIAL RU ES FOR DETERMINING. CAPITAL GAINS AND

LOSSES
Section 13S1. Property used in the trade or business and involun tary

conversions
.This section corresponds to section' 1231 of, the bill as passed by the

House but makes one amendment., It is derived from section 117 (j)
of present law. Subsection (b) (2)has been amended to apply to iron
ore to which section 631 (c) applies. !
Section 12S2. Bonds and other evidecesof indebtedness
This ection'correspnond' to section' 123'2 of;thcet ouse bill anid is

derived from' section 117 (f) of present' law which treats 'redemption
as a sale or exchange in the case of bondsorother evidences of in-
debtedness issued by a corporation (including any government or
political' subdivision' thereof), which are in registered form or which
have coupons attached. *

Paragraph (1) restates the content 'of present law. For bonds or
other evidences of indebtedness issued after Dec6mber '31,' 1954', thb
bill abafndon&s' the" present restriction'of capital treatment on 'retire-
ment' to bonds iand 6ther.evidenrces of indeb tednes's' wii'ch ha' in'rtbrest
coupons attached or' which are inregistered forii. 'Redemption 'of'all
bonds and otherr evidences tf'in'debbted'ne'ssswillureceive capital gain'or
loss treatment on redeimption if issued after De'ember 31, 1954,
and if they are otherwise capital assets except to thie extent that the
recovery of misue discount is subject toparagraph(2)i ',,,
A change is made in paragraph' () in'the'treatmpt of certain bonds

and ,other evidence'of ihdebtedn'ess issuedd 'piir '6.iJadriua'i',-l 9,55
without interest: coupons' auid not iln:re.^".eid for'. U' ,4berih
decisioni'nL.' v. 0Commis(i'56- F,2d 436) 'ths' criticses
could be u'ut in:egisteed frm at any*mtie''pi6'rtAti&irent, 'nd
they would be :^reated as havingi een'm'in 'e re dtfe"rm.t*~i the
date of aWiitionby -theiholdr.f:at';teitie'Tlu, decisionn is
oveiruler ,prospe tively, bS'irowvi that nonregisYed,eon iupon
bonds issued priorto& March 1954, tnust be' in registered 'forni'on
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March 1, 1954, in order for their retirement to be treated as a sailor
exchange. A technical amendment was made to the House bill to
carry out the intention to continue present law treatment, with the
above exception, for bonds issued between March 1, 1954, and Decem-
ber 31, 1954. While this action will only have effect with respect to
evidences of indebtedness issued prior to January 1 1964, it will have
application as long as these evidences are outstanding.

Section 117 (f) does not itself extend capital-gain treatment to any
transaction but simply provides one of several requirements for such
treatment on retirement of certain securities. Paragraph (2) of this
section, however, provides specifically for capital-gain treatment and,
therefore, the phrase is inserted in the first sentence of this sectioha to
the effect that this section only applies to bonds and other evidences
of indebtedness which are capital assets in the hands of the taxpayer.
This phrase will remove from the application of this section bonds held
by a dealer in such assets and also notes receivable arising from the
sale of inventory or personal services by the holder which are excluded
from the capital asset category by the new provision in paragraph
(4) of section 1221.
Subsection (a) (2) provides a rule for the tax treatment of amounts

received on the sale, exchange, or retirement of a bond or other evi-
dences of indebtedness. A distinction is provided between that part
of such amounts which correspond to the full or partial recovery of
the original issue discount on the asset and that part of the amounts
received which represent capital gain. This paragraph relates only
to bonds which are issued at a price which is less than the redemption
price, which are held over 6 months, and which are issued after
December 31, 1954. It is also provided that 'this subsection will not
apply to bonds, the interest, on which is fully exempt from taxation
under section 103 relating to certain governmental obligations. A
provision is added to the House bill to provide that the discount rule
will not apply to any individual who purchases a discount bond at a
premium (which could arise due to changes in prevailing interest
rates). If such a bond should later return to selling at a discount,
the rule of this paragraph would again apply.
The rule provided in paragraph (2) will operate as follows,. Thie

taxpayer, on selling a bond originally issued at a discount will mvliiply
the original issue discount by the fraction formed by the number of
full months the bond was held by the taxpayer over the number of
full months from the date of issue to the specified ultimate redemption
date; any gain realized on the sale or exchange of the bond up to but
not exceeding this amount will be reported as ordinary income, and
the balance will be reported as capital gain; any loss on the sale or
exchange of such a bond will be a capital loss. The rule may be
illustrated by the following examples:

(1) An individual purchases a 10-year bond with couponinterest
at 3 percent from an investment bank at a price of 90 on Febr'ary 1,
1955. The redemption price is 100. It is sold Februa' 20, 1960. ,

(a) Assume that it is sold at 94. In this case the bod lias been
held for 60 months of its life of 120. The. fraction 60 over i!omultiplied by the discount of 10 yields 6. A iy'/part of the .ain
up to 5 would be taxed as ordinary income, md,ta ereorf ,in'iiS
case the entire gain of 4 is taxable. as ordiiary nome.
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(6) Assume that it is resold at 97.' In this case only S of the
gain is ordinary income and balance of 2 is capital gain.

(c) Assurne that it is resold at 80. In this case the seller
realizes a capital loss of 10; '

(2) If the same bond is purchased at 80 on February 1, 1960, by
a second holder who keeps it.to' redemption at 100, he also will 'have
held it 60 months so he will, on redemption, have 5 of ordinary
income and 15 of capital gain.
Subparagraph (2) '(0) provides that in the case of the sale or redemp-

tion of certain Government bonds which are covered by section 454
(a) and (c), this section shall not require the inclusion in gross income
of any amount previously included in gross income. This.subpara-
graph relates to bonds such as series E savings bonds on which the
surrender value increases in an established 'way, the holder having
an option of reporting this increase in value currently as interest
income.
Paragraph (b) (1) provides definition of the term' "original issue

discount." The original issue discount means the difference between
the issue price and the stated redemption price at maturity. In deter-
mining this, any price at an optional call'date is to be ignored. A de
minimis rule is provided that if this original issue discount does not
exceed one-fo-urth of 1 percent' (as compared with the House provision
of one-tenth of 1 percent), times' the number of full years to maturity,
then the discount will be considered 'to be' zero for the purposes of this
section. A' 10-year bond sold initially at 97X would not'give rise to
any calculations under this subsection, and any gain realized by holders
of the bond would be capital gain if the, bond was a capital asset in
their hands.
Paragraph (b) (2)'provides a definition of. the term "issue price."

In the case of bond issues registered with the Securities and Exchange
Commission the terh "issue price" means the initial offering price to
the public iat which a, substantial amount of suchli'bonds,,were¢ sold.
For the purposes'of this section the public is not deemed to, include
bond houses and brokers; Ordinarily, 'the issue price .will be tihefirst
price at which bonds are sold 'to-the public, and; the issue price will n t
change if, 'due to market developments: the brokers:must sell part of
the issue at a differefitprice. The :phrase "at which price a substantial
amount of such bonds were sold" is intended primarily to cover any
attempt to rig an artificial price in order to obtain more'favorable tax
treatment. Where' bonds' or' other evidencesof ind ebtedness ate pri-vatel: placed, the issue price of each,:ne wilt be thbeprice paid by the
first buyer of the particular bond or other evidence; irrespective of th'e
issue price of the remainder of the issue. For such bondsior evidences
of indebtedness issued subsequent to- the effective date of this act;, tax-
payers may avoiduncertainty by keeping' withor on the bond'or other
evidence of indebtedness a record of thie issie' price'and: issue date.

Your- comitte'eehas: addedlaihuagetWhe'definition of stip rice
contaed theHoubitll, wicht provides that all' aiiounta paid by
the purchaser under~ 'The purcias'e a''erminti ormodifcation thereof
(for example, 'an extenion''of:li!pftl&'ftiffic&te)/haU be' included
in theisseaprince. ThlSisi a:ariyf-adae.It h et l
retfirence 'to 'socaid fa;ce-amouitce:tificate'i or"i"stainintstait
cerfificates I whihghe pitcliaser conttrtat W i ke'al' seriessf pa^-
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ments which will be returnable with an increment at a later date. A
similar change was made to make it clear that in the case of, for
example, face-amount certificates the redemption price at ma-
turity will be the price as modified through changes (such as exten-
sions of the purchase agreement) and that it will include any
dividends which are payable at maturity. It is provided in section
72 that certain relief provisions applicable to endowment contracts
will be applied also to face-,amount certificates.
Paragraph (b) (3) provides a definition of "date of original issue,"

In the case of issues of bonds and other evidences of indebtedness
registered with the Securities and Exchange Commission, there shall
be one date for the whole issue which shallbe the first date on which
they were sold to the public at the issue price. In the case of other
bonds and other evidences of indebtedness each separate bond or other
evidence shall have its own date of original issue, just as its own issue
price. This will be the date on which it was first sold to the public.
Your committee has added a new subsection (c) to deal with the

problem of bonds or other evidences of indebtedness purchased with
an excess number of coupons detached, which will apply to such pur-
chases after the date of enactment of this title, even if the bond was
issued prior to such date. A bond will be considered to have an excess
number of coupons detached if any of the coupons which first become
payable more thin 12 months after the date of purchase are not re-
ceived by the purchaser. If the bond is sold on January 1, 1955, any
coupons which become payable during 1955 may be detached without
bringing this subsection into operation. If the bond is purchased
with an excess number of coupons detached, then any gain on the
later sale or exchange of such bond by such purchaser shall be treated
as ordinary interest income to the extent of the difference obtained by
subtracting the purchase price from the fair market value of the asset
with coupons attached at the time of purchase. To illustrate: assume
that a bond is selling at a price of 90 and carries.a coupon rate of 3%
percent; if the bond is sold with 3 years' coupons detached,: it might
sell at a price of 80. At any time the purchaser sells this bond he will
report the first 10 points of his gain as ordinary income. If he resells
it at a price of 92 after 3 years, for example, 10 points.of his gain will
be deemed ordinary income, and the remainder of the gain will be
deemed either ordinary income or long-term capital gain, depending
upon the application of the rule provided in paragraph (2) (A).
Questions of whether a particular recovery of original issue discount

is capital gain or interest in the case of bonds or other evidences of
indebtedness issued before January 1, 1955, will continue to be deter-
mined under present law.
Section 1233. Gains and losses from short 802e8
This section is identical with section 1233 of the bill as passed by

the House. It is derived from sectionsi117 (g) (i): and 117 (i) of the
1939 Code. Substantive changes have been made in both setibns.
Subsection (a) is derived from section 117 (g) (1) which provides

that gains or losses from short sale of property shall be cnsiidere as
gains or losses fromsaileor eScha fespf capital:asset.Thi. section
provides that short sales of property sh.ll gve rise to ain or'lo' fform
the sale or exchange of a capital asset to, the extent that tle propertyused to close thesoralands of
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the taxpayer. Thus, the nature of the gain or loss from the short
sale will be determined by the character of the property used to close
the sale. It is specifically provided that the property used to'.close
the short sale includes a commodity future.
Under existing law bona: fide hedging transactions do not result in

capital gains or losses. This result is based upon case law and regula-
tions.. To continue this result hedging transactions in commodity
futures have been specifically excepted from the operation of this
subsection.

These changes more closely correlate capital gains and losses on
short sales to transactions involving capital assets. Thus if a dealer
in securities makes a short sale of X corporation's stock and closes
the short sale by delivery of the stock, an ordinary gain or loss will
result if the stock so delivered was- held for sale to customers in the
ordinary course of trade or business. If the stock was a capital asset
in his hands, a capital gain or loss would result.

Subsections (b), (d), and (e) are derived from section 117 (i) of the
code.

Subsection .(b) corresponds to section 117 ,() ,(1) except that the
new provision is applicable only to transactions which under subsection
(a) result in capital gain or capital loss. Where short sales do not
have this result,.the holding period has no importance. No other
changes have been made in this subsection.

Subsection (e) is new. It excepts from. subsection (b)-,options to
sell property. at a fixed price (puts) acquired on, the same day. on which
the property identified as intended to be used in exercising the option
is acquired and which, if exercised, is exercised through the sale of the
property so intended. This provision appliesonly to puts acquired
after the date of enactment of this code. Thus, a person who pur-
chases stock on February 1, 1955, with a 3-month "put" and who
fails to exercise his "put", will have a long term gain,or loss if he sells
the stock on September 1. If an option to sell.property at a fixed
price is not exercised,' the cost of the option shall be added to the
basis of the property with which the option is identified. The method
of identification may be prescribed by the Secretary under his general
power to issue regulations.

If the option is exercised by the sale of property not purchased on
the same, day as the option, the rule in subsection (b) will apply. If
such an option is not purchased on the same day as property which
could be used in the exercise of the option, the general rules applicable
to options in section 1234 will apply. This subsection shall apply
only with respect to such options acquired after the date of enactment
of this code.

Subsection (d) corresponds to section 117 (1) (2) and no substantive
changes have been made.

Subsection (e) corresponds to section 117 (1) (3) and no substantive
changes have been made.
Section 1234. Opti tob uyorsee

This section is identical with section 1234 ;of the.billas passed by
the House. It ispartially derived from section117 (g) (2) of existing
law, insofar as, it relatestothe tax treatment of loss 'on failure to
exercise an option4 Insofar as t relates ,to gains or losses arising
from the saleor exchange of options it is new.
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The Internal Revenue Service has ruled that under existing law an
option, like any other property right, is subject to the general capital
gain provisions of section 1221 and, hence, its sale may give rise to a
capital gain or loss where the holder is not in the business of dealing
in such options (G. C. M. 23677). The bill provides that in deter-
mining whether or not a capital transaction is involved, thq character
of the property to which the option relates should be controlling.
This section changes existing law to the extent that options acquired
after February 28, 1954, are regarded as capital assets only where the
underlying property constitutes, or if acquired would constitute, a
capital asset in the hands of the holder. Thus, options relating to
noncapital assets will, if sold, give rise to ordinary gain or loss.

'If the taxpayer never acquires the-property subject to the option,
the nature of his gain or loss is determined by whether the property
would have been a capital asset if he had acquired it. For example,
if a dealer in industrial property acquires an option to buy an indus-
trial tract and fails to exercise the option, the loss would be an ordinary
loss since lie normally holds such property for sale to customers in the
course of his trade or business. However, if he is considering buying
a new home for himself and acquires an option to buy a house and
sells the option at a gain, he would have a capital gain since the
property, if acquired, would have been a capital asset in his hands.

Section 117 (g) (2) provides that loss to the holder and gain to the
grantor on failure to exercise any option is considered a short-term
capital gain or loss. This section provides that such loss to the holder
will be a capital loss only where the option relates to a capital asset.
Accordingly, tinexercised options entered into for hedging purposes
with regard to stock in trade or inventory-type assets, will be deduct-
ible as ordinary losses rather than, as today, capital losses. The gain
to the grantor in all cases will be ordinary income rather than a short-
term capital gain.

In order fully to equate the tax treatment. of loss on failure to exer-
cise an option to loss on the sale of such an option, such a loss, if capital
in nature, is treated as a long-term loss where the option is held for
6 months. Therefore, where such an option is held for 6 months, it
will make no tax difference whether the holder sells it at a loss or fails
to exercise it.
The options described in section 1233 (c), i. e., puts, are specifically

excepted from this section.
It is not intended that this section should permit the deduction of

any loss which may be disallowed under any other provisions of this
Code.
Section 1235. Sale or exchange of patents

This section is an extensive revision of section 1235 of the House
bill. It has no counterpart under existing law.

Subsection (a) provides that a transfer (other than by gift, inher-
itance or devise) of property consisting of all substantial rights
evidenced by a patent, or consisting of ah undivided interest therein
by certain holders shall be deemed the sale or exchange of a capital
asset held for more than 6 months, regardless of whether or not
payments in consideration of such transfer are payable periodically
over a period generally coterminous with the transferee's use of the
-patent or are contingent on the productivity, use, or disposition of the
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property transferred. . The section does not apply to a property right
in an invention differing from the monopoly rights evidenced by a
patent, However, since the inventor possesses an exclusive inchoate
right to obtain a patent, ho may transfer his interest, whatever it
may be, in any subsequently issued patent before its issuance and
before as well as after he has made application for 'such patent. By
"undivided interest" a part of each property right represented by the
patent (constituting a fractional share of the whole patent) is meant
(and not, for example; a lesser interest such as a right to income, or a
license limited geographically, or a license which conveys some, but
not all, of the claim ses covered by the patent). Payments
which come within the scope -of the section include, but are not limited
to, amounts which are payable over a period generally coterminous
with the transferee's use of the patent, or amounts which are measured
by a fixed percentage of the selling price of the patent article, or are
based on units manufactured or sold, or any other method measured
by profits, production sale, or use. '. :
Under present law, an express assignment of patent rights by the

owner, or an exclusive license of the right to manufacture, use, and sell,
the invention thereunder for the life of 'the patent, can qualify as a
"sale or exchange" for tax purposes; thus, the holder can obtain capital-
gains treatment on such a transfer if he falls within. the "amateur"
category. Many court decisions have arrived at this result, not only
where the manner of payment has been a lump sum, but also where the
purchase price has been conditioned on the use or profitability of the
invention, i. e., where it takes the' form ;of "royalty" payments,
(See, e. g., Kronner v. United States, lOgF, Supp.-730 (Ct. Cls. 1953);
Commissioner v. Celanese Corp., 140 F. (2d) 339 (0C A. of D. C. 1944);Commissioner v. Hopkinson, 126 F. (2d)406 (0.0. A. 2d 1943); Edward
C. Myers, 6 .T. 0. 258.(1946), Non. Acq. 1950-1 CB 7.) 'However, in
1950 .the prospect of continued litigation was engendered in this area
by the issuance of Mimeograph. 6490 (1950-1 OB 9), in which the
Commissioner of Internal Revenue announced that he would there-
after regard such assignments or licenses as "providing for the payment
of royalties taxable as ordinary income"'if payment is measured by
the production, sale, or use of the property transferred or if it is payable
periodically over a period generally coterminous with the transferee's
use of the patent. To obviate the 'uncertainty caused by this mimeo-
graph and to provide an incentive to inventors to contribute to the
welfare of the Nation, your committee intends, in subsection (a), to
give statutory assurance to certain patent holders, that the sale of a-
patent (whether as an "assignment" or "exclusive license") shall not be
deemed not to constitute a "sale or exchange" for tax purposes solely
on account of the mode of payment.
The section does not detail precisely what constitutes the formal

components of a:sale or exchange of patent rights beyond requiring
that all substantial rights evidenced by the patent (other than, the
right' to such periodic or contingent payments) should be transferred
to the transferee for consideration. This requirement recognizes the
basic criteria of.-a "sale or exchange" under existing law, with the ex-
ception noted relating to conti tng entpayments whih exception is
justified in. the patet: area for holdersr" s herein defined.. ToiTlus-U
trate, :aclusive licenses to manufacture, use, and sell for thelif of the
patent, are considered to be "sales or exchange", because; in substau.
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tive effect, all "right, title, and interest" in the patent property is
transferred (irrespective of the location of legal title or other formal-
ities of language contained in the license agreement). Moreover, the
courts have recognized that an exclusive license agreement in some
instances may constitute a sale for tax purposes even where the
right to "use" the invention has not been conveyed to the licensee,
if it is shown that such failure did not represent the retention of
a substantial right under the patent by the licensor. It is the in-
tention of your committee to continue this realistic test, whereby the
entire transaction, regardless of formalities, should be examined in its
factual context to determine whether or not substantially all rights of
the owner in the patent property have been released to the transferee,
rather than recognizing less relevant verbal touchstones. The word
"title" is not employed because the retention of bare legal title in a
transaction involving an exclusive license may not represent the reten-
tion of a substantial right in the patent property by the transfero'.
Furthermore, retention by the transferor of rights in the property
which are not of the nature of rights evidenced by the patent and
which are not inconsistent with the passage of ownership, such as a
security interest (e. g., a vendor's lien) or a reservation in the nature of
a condition subsequent (e. g. a forfeiture on account of nonper-
formnance) are not to be considered as such a retention as will defeat
the applicability of this section. On the other hand., a transfer ter-
minable at will by the transferor would not qualify.

Subsection (b) specifies the categories of taxpayers who are entitled
to the benefits of this section. It is limited to individuals. A "holder"
is defined as any individual whose efforts created the patent property
transferred, by which is meant the "first and original" inventor (or
joint inventor) within the meaning of section 31 of title 35 of the
United States Code. Individuals not eligible to qualify as such "first
and original" inventor will not qualify under this definition: for exam-
ple, the inventor's employer may not here qualify, even though he
may be the equitable owner of the patent by virtue of an employment
relationship with the inventor. However, your committee is desirous
of extending the scope of this section to cover (in addition to inventors)
those individuals who contribute financially toward the development
of the invention. Accordingly, paragraph (2) of subsection (b) also
includes within the definition of "holder" any other individual who
acquired his interest in such property in exchange for consideration
in money or money's worth (i. e., consideration capable of present
valuation in monetary terms) actually paid to the creator prior to the
time when the invention (to which the patent rights relate) is actually
reduced to practice (as compared to "constructive" reduction to
practice). This paragraph does not include any individual who is
either an employer of any creator or related to any such creatorwithin
the meaning of subsection (d); however, the section does apply to all
qualifying individuals, whether amateur or professional, regardless of
how often they may have sold their patents. The section is not
applicable to any other purchasers or assignees;.

Subsection (c) provides an effective, date for operation of the
section: the section is to be applicable with respect to amounts
received in any taxable year to which the subtitle applies, if the
assignment or license agreement by virtue of which such paymentss
arise would have qualified under this section, regardless of the taxable
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year in which such assignment or license took place. Such amounts
will also be given consistent treatment in the hands of the payor,
in that,, if the transfer is considered a sale or exchange under the
section, they will be regarded as part payments of a purchase price
rather than royalties.
The section does not' apply to sales between r6late'd taxpayers as

defined in section 267 '(b), with the exception of brothers and sisters.
The sale of a patent between an individual and a corporation more
than 50 percent in value of the outstanding stock of which is owned,
directly or indirectly, by or for such individual would not, for example,
be entitled to capital- gain treatment under this section. It is not
considered th is limitation will in any way narrow the opportunity
of inventors to dispose of their patents through normal- business chan-
nels; bn the other hand, this limitation should prevent possible abuses
arising from the sale of patents within essentially the same economic
group.

It is the intention of your committee that, if the mode of payment
is as described in subsection (a), the'sale of a patent by any "holder"
must qualify under the section in order for such "holder' to obtain
capital gain treatmentt However, the' benefits of .this' section are to
be limited to those individuals and transfers qualifying under its terms.
In enacting this section, for the specific purposes. set forth in this re-
port, your committee has no intention of affecting the operation 'of
existing law, in those areas without its scope. For' example, 'the tax
consequences of: the 'sale of patents in years to which this section is
inapplicable, or by individuals who fail to qualify as "holders," or by
corporations, is to be governed by the provisions of existing law as if
this section had not been enacted. Similarly, 'no inference is to; be
drawn from this- section',as to what constitutes a "sale or exchange"
in other than the patent field. Benefits under the section are not
available to nonresident; aliens.
Section 1236. Dealers in securities
This section is identical with section 1236 of 'the bill as passed by

the House. It' is derived from section 117 (n) of 'the present law.
There is no substantive change.
Section 1237. Real property ubdivided for sale
Except for clarification 'and rearra'ngemenit' of subsection (a) (2),

whose effect is discussed and explained below, this section corresponds
to section 1238 of the House bill. It" is a newsection' which per-
mits an individual 'wio' is not otherwise a' Irealestate dealer (as the
result of his' engaging in thi business of sell'ig other 'real property
to customers) to disposeoof'fa'tract of realproperty, heldfor investment
purposes, byS'ubdividing It without necessarily being treated as a
real-estate deal with respect to all of his loig'term gain.

Subsection '(a) specifies that the sale of ' lot or parcel from a tract
of real property by an individual shall not be'regarded as the'ihiale' of
the taxpayer's stock in trade simply, becaise6if i'thiesiof i b-s
division or of sales activityconiocted Withf'it'includiiig' advertisingg
expenses of agents, and 'the"likei :. On the otherhande^aleo activity
with readptoother prope uch asengaging in theaubdivisi
of other pieces of:reaproperty, shall htetakenr into considerationiin
determining whether' the specific property' in"questioii fas'ever;be'e
or is being held for sale" to itomers. Furthermore,; if 'the Ytaxpayi
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has engaged in such activities in relation to other property- his activi-
ties in respect to the property in question as well as such other ac-
tivity may be considered in determining whether the property in
question is or has been held for sale to customers.

Subsection (a) (1) specifically makes the section inapplicable in
two situations. This denial covers first the situation where the
taxpayer previously held the property for sale to customers' in the
ordinary course of trade or business. This denial will not operate in
the situation where the taxpayer was in a prior year deemed to have
so held this property if in that year he would have been entitled to
make use of the provisions of this section. The other situation in
which the benefits of this section are inapplicable is where the tax-
payer in the year in which he sells subdivided lots holds other real
property for sale to customers in the ordinary course of trade or
business.

Paragraph (a) (2) denies the benefits of this section to the proceeds
of the sale of particular lots on the original tract of real property if the
particular lots were substantially enhanced in value as a result of
substantial improvement (anywhere on the tract) made by the tax-
payer, deemed to be made by the taxpayer, or made by either the tax-
payer or buyer pursuant to a contract of sale between the taxpayer
and the buyer. If the taxpayer erects a shopping center on a part of
a remote tract of unimproved real property and then subdivides and
sells the remaining lots, .the improvement on the shopping center part
of the tract has been clearly substantial and it is most likely that
the value of all the remaining' lots will be substantially enhanced in
value, and this section will not apply. A further example would be
putting in all public utilities for the tract. However, a.substantial
improvement of a portion of the tract may' be made which does not
substantially increase the value of theiremainder of the lots in the
tract although it may enhance their saleability, such as would prob-
ably be the case where the taxpayer simply erects his personal residence
on one of the lots in the tract. Also,: improvements which are not
substantial in and of themselves, although resulting in a substantial
increase in the value of the lots of the tract, such as might be the ciae
where the taxpayer builds an inexpensive'dirt'"access" road across the
tract, are intended to be permitted. The improvement in question
here may or may not be on the particular lot sold. The question of
whether or not a particular improvement is substantial, and whether it
resulted in a substantial increase of the value of.auy particular lot sold
will be a question of fact in each case. A particular improvement
could increase the value of some lots and not others. Only the,former
lots would be disqualified from the benefits of this section. In any
case, the use of the word substantial was intended to permit the tax-
payer to make certain improvements without losing the benefits of
this section if either the improvements were minor or they resulted in
but slight enhancement of the value of the, lots sold from the: tract.
The permissible improvements include, but are not limited to, clearing
operations and the construction of minimum all-weather access roads
to each lot sold. Where the climate requires it a minimum all.
weather road may include a gravel road but not a hard surface road.
This paragraph also specifies that an improvementimay'disqualifJfythe
sale of a lot from the benefits of the section ohly if made by the ti'x
payer. Hence the taxpayer would be unaffected by the acts of otherB
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such a tespisers); which might' 'be deemed to improve the realty.
Conversely,jtlie paragraph provides that an impro.Vement-mnade by, a
lessee'ior governmentalal unit may.beideemed to, be an improvement
made by.the taxpayer., 'The former inference is to be made where the
improvement isincome to the .taxpayer-lessor;i the latter 'inference
arises when tho improvement made by Federal, State, or local govern-
ment or political subdivision thereof constitutes an addition to basis
for. the taxpayer,, such ,as inhthe case' of,special aessemertsrs'lting'
flom paving of streets, in thoe 'casesWhere either siuc inferen''ce is
to be made, however, the question still remains whetlier the iiiiprove-
ment was substantial, and, if so, whether it has 'esiulted in substantiall
enhancement of the valid e of the particular lot in question which has
been sold. ... .

.

Paragraph (a), (3) reqqire ,that for, the taxpayer to use theptovi-
sions of this section the particular lot or, parcel sold must have been
held for a period of 5 years,. ,lf;the, lot 0orparcel was acquired by
inheritance,or devise, no holding period is imposed.
Subsection (b) provides the rules'for cormputation of tax on the

sale of.'lots whiih qualify under subsection (a, If the taxpayer has
not made mo're'than five sales of lots from a' singletract of real prop-
erty', through the 'end 'of the taxable year, the entire proceeds will be
treated as.the amount realized upon the sale'of 'a'capital asset, All
sales made' during or :after the 'year in which the sixth:lot' from a'
single tract is sold will come under a Opecial6'percnit rule, Gain on
such sales will be reporedas ordinary pncm,eip to,,t not exceeding,
an amount equal tor 5 percent of the selling prce. Theremamderw
be used in deternuning the 'olunt 'ie on the qleo$-a capital
asset. The rule forallocteng;theexpenditue of saleis; tatex-pe.nd-
itures my be taken as deductions from grossimonme,e;i 'dtetbri/g
taxablemincPme only. to the extntthatttheat '

., wti rep,fted 'as
ordinary inicome.. Theremmindrof te 'Y
used in determng theamountrealized onh sale of acaitlasset,< r'I.e.;'i.* *: f<v! --i **,,iJ-.' i-, '/i .» ,j; i .* *! j;7 tr',it\.:o t.*Subsection c) providesdefin(on, of, a"trac'toe property"This term, shall mean aliglelpiece of pok erWl^ w X

,,tiguous , mhands,of:A t .ay'. ,ITwoxs','t) saplee.ofpad, et eri ru

the two pieces of reapropyct^^nnvpW9¶i}ieeI,tati 1 t, sinle
poit;;s 4tany'etime:os l e.,ee ¶p:^Ifthet;aB.eF,;malie sino .h.er sa.s.'for;,apfip"ith,beyxrt:1i

epap.io:' ',T oor .... S1im'ai

ofr.re pmro ,:.Ti :;J'p Tepie re .n;epr:ev
by-b~:''xp,r,,r :
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the twal A{s ,~o.mb
opy ; ;;p,4

443



INTERNAL REVENUE CODE OF 1954

have been made from a tract of real property sales during the period
5 years prior to December 31, 1953, will be taken into account.
Some of these sales may be of no consequence due to the 5-year rule
provided in subsection (c). If sales were made in 1949, for example,
these would not fall into the 5-year period if further sales were made
in 1956.
Section IS38. Amortization in excess of depreciation

This section is identical with section 1239 of the bill as passed by
the House. It is derived from section 117 (g) (3) of present law with-
out substantive change.
Section 1239. Gain from sale of certain property between spouses or be-

tween an individual and a controlled corporation
This section is identical with section 1240 of the bill as passed by the

House. It is derived from section 117 (o) of the Intenimal Revenue
Code of 1939 without substantive change.
Section 12140. Taxability to employee of termination payments

This section is derived from section 117 (p) of the 1939 Code. It
was not contained in the House bill but has been added to apply
capital gains treatment to proceeds of an assignment or release by an
employee of his rights to receive a percentage of future profits if he
had1 such rights prior to the date of enactment of this title under
section 117 (p) of the 1939 Code.
Section 1241. Cancellation of lease or distributor's agreement

This section is new and was not contained in the House bill. It
provides that payments received by a lessee for the cancellation of a
lease or by a distributor for cancellation of a distributor's agreement
shall be treated as received in exchaiige therefor. Some doubt has
arisen from the decision in Starr Bros., Inc. v. Commissioner (204 F.
2d 673)/ as to the application of the sale or exchange concept when a
lease or distribution agreement is cancelled. As td leases and dis-
tributor's agreements, this uncertainty is removed by expressly pro-
viding that cancellation constitutes an- exchange. This section' does
not change the treatment of payments paid:to a lessor as decided in
Hort v. Commissioner (313 U. S. 28). Since the section only applies to
distributor's agreements in which the 'distributor has made a substan-
tial capital investment in the distributorship, this section will not
apply to cancellation of agreements: requiring no substantial capital
investment (as in Jones v. Corn, i86 F. 2d 450) or to- agreements
that are not "distributor's agreements" relating to goods as distin-
guished from intangible property. It permits proceeds received in
consideration for the cancellation of a lease or distributorship contract
involving the distribution of goods to be treated as though received in
exchange for the lease or agreement, insofar as the lessee or distributor
is concerned. The section provides that the distributor must have a
"substantial investment" in the distributorship to obtain such -treat-
ment for amounts received for cancellation of the distributorship. This
is intended to require that capital or assets of consequential value be
owned and utilized by the distributor in dealing ioror hndliig the
physical product or products concerning which the agreement was
made. The section is ohly applicable to "taxpayer who ownis a sig-
nificant fraction or more of the facilities for storing, transporting,
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proce~sng,; orot '.erwse dealing with the physicalproduct or aintns,
a substantial mvyentory.,A', airesult of:,these requiremn ,, o enent
from the ~ectionjso0btaimble.,by anmi.diyiual4.wrho'd.oqs;.nioo'^e,,-1
establish an officemerelyfor; hi ,clerc, operat.onsf, h,fa.ctil,
for the physical handling of only.a small fraction of the goo invyo.lve4
in carrying on thedistributor'hip, On the other hand, the section is
not intended.to differentfat4between, wholesale and re'il distributorr-
ships. There is also no. intention to preventtrans1cfions from being
considered sales or exchanges which would 'otherwise be so treated,
Furthelt, application of the section determines only whether an exchange
of the proceeds ,for the lease, or ,agreement has taken place, but, not.
whether such proceedsre gain from, thle sale or .exchange ofa' capital
asset or not; the latteris to be determined by other applicable provisions
of law rather than by this section. .For!example,proceeds from the:cancellation of lease obtained by a, lessee who isins the business, of
entering and marketing. leases would, not be: considered gain from
the sale or exchange of a capital asset where the particular lease w'as
held for disposition to customers in the ordinary course of business.

SUBCHAPTER Q-READJUSTMENT OF TAX BETWEEN
YEARS AND SPECIAL: LIMITATIONS

PART I-INCOME ATTRIBUTABLE TO SEVERAL TAXABLE YEARS

Section 101, C .ompen.atfin fror& unemployment, .

This section: is identical: with section 130'i of the 'tQuse biiL. It
supersedes section 107. (a) of the 1939 "Code, and incorporates two
major improvements ihn the provisions of ,the,existing law.- :. ; :.

Thefirstofvthese improvements is the introduction ofitheten,'tan
employmentt!', The existing Iw,refer.simply,to "compensation for
personal services.", The new term a"n employment'" i a mor specific
concept and, therefore, more accurately expresses the intended mean-,
ing. This aspect of the existing law. has been a source of difficulty in
determining the particularlyi, unit Wof', personal services involved. ' In
order to ie'et the' 36-month re'ifrement there'is ' tendencyto,'com-
bine. various s't' of'servi/'.-ch' in- total ,extkind oer 'tbe required
period: Likewise, there is i"similar'- tdencyle to sp tar'te variouss set
of services oin ordere Ito' meett]e requifreient that at lest 80 percent
of the tbtal compensation" for p'll of the services be recivied br ^accrue'l
in1taxable year_. If 'i:t'ipye has already ietiv'da subtanti
payment prior to:the :taxable' ey'bi bieni yt ttpt segajt the
pnor parenttt diffeio6nfserveby him. Intrder to
disposeof these' difflculties, this'ct iop1tstheitehn"n employ-¢ed;SP'/'TIhf. 'geno*l:d uli"'A'tat'thme'. -'men 'Te:'l,kirean:
peisationf h'thhtax eief is vroid d thi dedion' tis'st'r.ielato
to a 'paticlti'6jctohi W which ith llttAxpa'r w^k l h-
ticular law case, and not to a set of unrelated' fEiai' which'the!

Pt.,'i

445



INTERNAL REVENUE CODE OF 1954'

relating to a particular project, merely because the taxpayer may have
received compensation for such services from different sources.
Whether the period over which services are performed includes con-
ference and study time depends upon the circumstances of. the case.
In general, if the compensation received specifically includes confer-
enco and study time, such time is a part of the total period over which
the services were performed. The total period of an employment
includes, of course, portions of the period during which the efforts of a
taxpayer were unsuccessful in effecting the particular result.
The second improvement, which will effect a major change in the

existing law, is contained in subsection (c) of this section, containing
special rules with respect to partnerships. The general rule of this
subsection is that a member of the partnership is entitled to the
benefits of the section only if he has been a member of the partnership
continuously for a period of 36 months. If, however, the period of the
employment immediately preceding the receipt or accrual of the com-
pensation is less than 36 months, the individual must have been a
member of the partnership continuously for the period of employ-
ment. However, this section is not applicable in any case unless the
employment actually covers a total period of 36 months or more
from the beginning to the completion of such employment. It is
immaterial in the application of this section that the taxpayer him-
self did not actually render any services in connection with the
employment. If the taxpayer was not a member of the partnership
for the entire period during which the compensation was earned by
the partnership, the spreading period in the case of such individual
is limited to the period during which he was continuously a member
of tho partnership. However, the relief provided by this section
would not apply in any such case, unless the individual had been a
member of the partnership continuously for a period of at least 36
months preceding the receipt or accrual of such compensation by the
partnership.

. Section 1302. Income from an invention or artistic work
Your committee has made two changes in' this section as contained

in the House bill. One is a minor drafting change and the other
reduces from 36 to 24 months the period during which the individual
must have been engaged in work on the invention or artistic work.
This section supersedes section 107 (b) of the 1939 Code and corre-
sponds to- existing law, except for the change from 36 to 24 months
described above and except that in the case of gross income from an
invention, if the requirements of the section are otherwise met, the
maximum period over which such 'income may be spread back has
been increased to 60 months in lieu' of the 36 months provided in
existing law. In all other respects, including the definitions of the
terms "invention" and "artistic work," the requirements of existing
law are unchanged.
Section 1803. Income from back pay
This section is identical with section 1303 of the House bill. It

supersedes section 107 (d) of the 1939 Code, and makes no substantive
changes in any respect in the existing law.
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Sectio 1804. Rule appliabl to thi ..part..

This section is ideitical with' section 1304 of the House bill. It
contains the rules applicable to part I of subchapter Q of chapter i.
Subsetioi' (i) and '(b) of this section supersede and correspond to
section :107 ,()'and (e) of the existing law, and make no'changes in
these provisops. ; ; ; ;

Subse'tion: (c) contains a new jprovison the urp se of which is to
ove"rle- the decision inFoffebert v.MtrshoU ((,C A. 4th, 1953) 200
F. (2d) 648).' This subsection provides that m computing the tax
attributable to the amount of an item of grossincome allocable to:a
particular taxable year, that amount shall be considered income only
of the person' who would be required 'to include the item.of gross
income in' a separate returnfiledd for the taxable year' inmwhihsuch
item was received or accrued. Fo0 example' an attorneyresidingin
New York in 1955"receives a fee upon compietioi of an employment
which began in 1945. All the requirements for :theapplicationn of
section 1301 are met. The taxpayer and his wifefile aa joint, return
for the calendar year 1955.. They filed separate returns for the years
1945, 1946, and 1947, and joint'returns in 1948 and subsequent years.!
Under the provisions of subsection (c)' of this'section no part'of the
total fee received in 1955 but allocable to services performed in' 1945,
1946, and 1947 can be 'considered income of 'the taxpayer's wife in
thoseyears.. .

PAXT II-MITIoGAToN; OPF EFFECT OF LIMITATIONS AND OTHER
PROVISIONS '-

Part II of subchapter Q of chapter 1, relating to the mitigation of
the effect of limitations and other provisions, and containing sections
1311 through 1315, corresponds to section 3801 of the 1939 Code.
Section'11s. Correind'of-;- ,

o
This section, whichis identical.withisection 13it of the House bill,

corresponds, in pr, to section 3801 (b of the1939',o.de. It sete
forth. the general ruleauthorzing an "adjustment of' the 'tak ft'a
closed year when there is determinationde cnbed'mise.tion 2i3..
It also sets forth certain conditions which 'are prprequislet to an
adjustment under , p . , ;-,,thipar:,, ;
Theiri rrule of law hasbeen isered i 0n 1311(a, t

make clear that'a adjutmnt 'iof ,t/he;,/mt z 'beiybeai'hboized .iorla
year closedWbyule of Su,such 4 resi ;- , .
Se.6tdio118CcuiinSt£.-s a tmet '.' [;,;-

Thig' sedti;'h d]tch:]isid entical ith section!13 12b6fbthe House bill,
describe the ciumstaces under whihianiadijsthiet is authorized.

These' cih iauince are similar to those described in action 3801 (b)
of tief^erl#i" '' ;3' ' '.' ':" (i "' -"

Sectihi' 1312 '(3),: )wlich vcor'es^pondi t;o sdctii (b) (8) of
the 1939 Cod6i h:' bexejn.'ded' tiewh'e'th0eite Of
icMeo -d -ilid' "iw0tu'.~iw fl(:bfth'ith,twi thftx.
was p"id *ithesp&et Ait' dont e
cases" d driled'igectIjh830ioY(1^);Ufth6fthbjis' prS-
vision ¥1 ':a Wfihe'tire'e.taax _er i:ililud&'tho:.it .in tr'taz:-irhether fW tisttal]pi:dthi ip: tOi l t"
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Several changes have been made in the provision, relating to the
determination of basis, now contained in section 1312 (6), Formerly,
the provision covered only those determinations of basis "for deple-
tion, exhaustion wear and tear, or obsolescence, or for gain or loss
on a sale or exchange." The quoted language has been omitted so
that the provision now applies in case of a determination of basis for
any purpose. This change makes possible, for example, an adjust-
ment under-section 1311 where an inconsistent position is maintained
with respect to property disposed of other than by sale or exchange
such as the redemption of a debt obligation or the abandonment of
property.
Another change makes the provision relating to basis determinations

applicable where a transaction was erroneously treated as affecting
the basis of property, Present law limits the adjustment to cases in
which the basis of the property "depends" on the erroneously treated
transaction. An example of the change would be a taxable stock
dividend which the taxpayer erroneously treats as nontaxable and for
which he makes a reduction in the basis of the old stock. Subse-
quently the taxpayer successfully asserts that he is entitled to full
basis for the old stock because the prior treatment of the stock
dividend was incorrect. The amendment would make section 1311
applicable inasmuch as the receipt of the stock dividend was errone-
ously treated as affecting the basis of the old stock. It should be
noted that section 1311 would also be applicable if the taxpayer failed
to include the stock dividend in gross income whether or not he in
fact made an adjustment to the basis of the old stock.
The type of errors described in the basis provision have been ex-

panded to include the erroneous allowance of a deduction for an

expense properly charged to capital account or, conversely, the
erroneous charging. to capital account of an expense properly de-
ductible. Thus, if the taxpayer erroneously expenses certain costs
which should be capitalized and later successfully contends that such
amounts should have been added to the basis of the asset, an adjust-
ment will be authorized under section 1311. Similarly, if the tax-
payer erroneously capitalizes certain costs and the Government re-
qulres that such items be eliminated from basis, relief will be provided
the taxpayer under section 1311.
A further change in the provision relating to the determination of

basis makes possible an adjustment in case the taxpayer with respect
to whom the error occurred already owned the property at the time of
the erroneously treated transaction, as well as in the case provided
for under present law where such taxpayer acquired the property in
the erroneously treateditransaction. The effect of the amendment is
significant only when theirtaxpayer with respect to whom the error
occurred has transferred the property by gift. The operation of this
change may be illustrated by the case of the stock dividend discussed
above. Under present law, an adjustment would not be authorized
against a taxpayer who owned the old stock at the time of the stock
dividend, if such taxpayer subsequently transferred the old stock to
a donee. This would result because the taxpayer who owned the old
stock at the time of the stock dividend did not acquire the old stock
in the erroneously treated transaction.. The bill provides however.
that the. adjustment may be made since the taxpayer held the old
stock at the time of the erroneously treated transaction.
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Section 1S1S. Definitims .
This Section, whipccorreppnds. to section 313 the Housebill,

defines the:;terms use4 in this part, These definitions correspond to
those contaid in seton 380, (a) of the 1939 Co.1.f ,;,
The definition of determination now contained in, section 1313 ()

hasbeenmodified to include an informal agreement executed by the
taxpayer,'nd a representative of the Trea/ury Department. Under
the bil!the Secretary will have the authority to prescribe reulations
governing such agreements. It is ,anticipated that such.informal
agreements may be executed in the field, thereby,eliminating the neces-
sity of delaying 'an adjustment until a, closing agreement, can be, ap-
proved, or a, final decision of a court obtained, or until there is finM
action on a claim for refund. However, it should be noticed that if
such determinations are altered or revoked, appropriate adjustments
are made under section 1314 (b). ,

It is also anticipated that, in order. to expedite the disposition ,of
cases involving section 1311 adjustments, the Treasury DepartiiPent
will issue instructions to. facilitate, wherever pQosible,,the settlement,
on a net. basis, of deficiencies and refunds with respect to items subject
to adjustment under section 1311. Thus, if a deficiency, is asserted
with respect to an item of income in. an open taxable -year and the
taxpayer is entitled to a refund under. section 1311 because of an
adjustment respecting such item for a closed taxable year, the amount
of the refund permitted under section 1311 may be applied as an
offset against the deficiency, even though different taxable years
are involved .......
The definition of related taxpayer now ,appearing in section' 1313

(c) has been, expanded to include corporations which are members
of an' affliated; group as this term is defined in the provisions relating
to the filing of consolidated returns. ;
Section $1314. Amount:an method of adjtment .
This section, relatir 'Wto the amounted and method of making an

adjustment, coi'esponds to section 1314 of, the:Houie bill and to
provisions appearmig in' secti 3801 (c)" (d) (e)'; (f),'and (g) of the
1939 Code 'Technical ameindmnts have been made to this section
by your' committee.' These amendments arenoted below. ',
Under subsection (a)', as revised, the method foriascertamin:.'the

amount of an adjustment lias' been altered so as to:'ike 'possible- -n
adjustment even thoughlho tax liability' was'miuied for the year im
which te error occurred Under-iesent law tAhed'jUtient may b
made obly With'respectt6 the tax for 'thie year of error' since'noprovi-
sibn` is m.de 'for correcting 'etax of earlier.or subseuenitears
affected b' carryoveir or'ca'ribacks. The'li4' aicrded'tlihe- i-
payer may'theirfre: bew',oll., qiat.af aY exclumi.n'fr.mcome'
or 'the:'aloiw.c'of'a ;dedino'mism''eiripn y.eS i ch the
taPi 'a nheloss, Thie Govermnt'daifd lie
under the,: reseii prorsioMns if tte adust/ieniit. 11',theriOr.I'i

where be4use ft' lt^-of r!'aid'ib^';th'e
effect of the djuisti'eint- *dul^dbeS in.,axable years oh*r t1atif the
tablee.,he id^ai oYdi' -*. I I" f' ,

·Sb t as^med'o
.

bffla,si o'O
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year affected, or treated as affected, by a net operating loss deduction
or capital loss carryover determined with reference to the year of the
error. The adjustment Will be made only for years for which correc-
tioa is otherwise prevented by some provision of law or rule of law.
However, if the effect of the correction of the error applies to years
which are not closed at the time of the determination, no adjustment
under section 1311 is authorized. The tax for such years must be
adjusted in accordance with the generally applicable procedures for
assessing deficiencies or claiming refunds.

Technical amendments to subsection (a) by your committee clarify
the method of computing the amount of the adjustment where a net
operating loss is involved. It will be noted that the addition of the
phrase "or treated as affected" in the third sentence of the subsection
makes clear that the provision covers the case where, as a result of the
correction of the error, the amount of the loss is reduced and in fact,
the tax to be adjusted was not affected by the net operating loss
deduction.

In section 1314 (b), relating to the manner of making an adjustment,
t.her hics been inserted a new provision to take care of the problems
which will arise in the event a determination described in section 1313
(a) (4) is subsequently altered or revoked. Section 1314 (b) provides
that the amount of the adjustment pursuant to such determination
shall be redetermined on the basis of such alteration or revocation, and
any overpfayment or deficiency therefrom treated as an adjustment
under section 1311.
Your committee has added to section 1314 (b) a new sentence which

is required as a result of the change relating to net operating loss
deductions. The effect of this amendment can best be illustrated by
the use of an example. Suppose that the taxpayer sustained a net
operating loss for theyear 1945 resulting inhis being allowed in 1946
a refund of his tax for 1943. Subsequently, though, there is a determi-
nation which, under section 131i, authorized the correction of an error
which occurred in i945. If the effect of the correction of the error is
to reduce the amount of tlie loss, an adjustment in the nature of a
deficiency will be made in the tax for. 1943. Under the House bill,
interest would run on this deficiency from March 15, 1944. Yet, the
taxpayer has had the money oiliy'from the time he received the refund
in 1946. On the other hand, if the effect of the correction of the error
was to increase the amount of the loss with the result that the' taxpayer
was entitled to an additional refund, interest should not be payable for
the period prior to the end of the year in which the loss occurred.
This would be consistent with the rule of.section 66 i (f) relating to
refunds in case of overpayments attributable to the carryback of a
net operating loss. Thus, the taxpayer should not be charged interest
on a deficiency for .the period prior to 1946 in the example, and the
taxpayer should not be entitled to interest on a refund for the period
prior to 1946. The sentence added to section 1314 (b) so provides.
It should be noted, however, that this rule is applicable only when the
error to be corrected occurred in the year of the net operating loss and
only when the tax to be adjusted was affected by a carryback.
The only change made in the provision now set forth in section

1314 (c), formerly section 3801' (e) is to indicate that an adjustment
based upon a,determination described in section 1313 (a) (4) may be
subsequently redetermined if such determination is altered or revoks
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Section 1815. Effective date
This section, which is identical with section 1315 of the House bill,

sets forth the effective date for part II. The provisions of part, IH
including the modificationsminade in. te formerr law are applicable
in making an adjustment if ther.determinatin which.reults in, the
adjustment is made more than 90 days after, the, enactment of thii
act. For example, the new provisions relating to the 'making of
adjustment in cases involving a net operating, 1ss deduti-on may
be applied in making an adjustment. with respect to .1946 if the
determination resulting in the, adj stjment became ,final ,a fer, the
prescribed time., Howeyer, if the determination became, fipal before
90 days after the enactment of this act the provisions of the 1939
Code remain applicable in making the adjustint. '

PART III-INVOLUNTARY LIQUIDATION AND REPLACEMENT OF LIFO
INVENTORIES

This part, is identical with the corresponding part in the fouse bill
and corresponds to section:22 (d) (6) of the' 1939 Code. Howev-er,
the period within which the taxpayer may elect to have the involuntary
liquidation provisions apply has been .extended for 1 year (that is, to
taxable years ending after June 30, 1950, and prior to Jantiary 1, 1955);

PART IV--,WAR Loss RECOVERIES
This part is identical with'the correspondingpa't ii' the 'House bill.
This part consisis:of sections 1331 'to. 1337; minlusiv. These sec-

tions correspond to th'e existing pro11ib6ii contained imi section 127
(o)(1), 2), (3)(4), (),' (d),ande)and (),reeie
Thesesections mitke n:change mii the existing lair* epept'has-

ing -srequired 'by the rarraITTUAment. The provision contained m
the present section 127 (a)' and (b) have been omitted, since they are
applicable ofly'to pre-1954 taxable,years.r

PART V--CLAIM OF RIGHT

Section 1841. Comptdation of tax where taxpayer restores substantial
amount held er cl4im of eight'' i

Except for one revision'this section correspondsWi t s6ectioh 1341':ffthie
Housebill.' ;

If the taxpayer 'inclyu ' :an,iemi:: grossinemeinm." on'e tableY.r,
and n;i subsequent txa <yea, 3 epoivjenttfle .;a4Mic'iC
because the item o!' a portion thereof'i b'1o longer subj]ctohi. iun-
restricted use, anid the amount of the deduction is in excess of $3,000,
the tax' for the subsequent year is reduced by either the tax attrib-
utable'A'the idedcfictionor thi d'ecase ';in the 'ta for thet'pior year
attributable to the removal of the ite hichever is greater. Under
the-rule.of .he.Le:ie:"3*0 U.8. 590' (195' )),:'the taxpayer is
ent tled .to''.eaUoh'nym :~eye , i":i": *:'-'."
In 'the ieq'oasHisiste'i^'g otdito e db a

deduta^h'-i' theti a*0-'b ftbe'fitoxit'o tdit ei thretda{ Howevibd
in the case of' an accrul-basis' taxpayer, if the item'.wac.ru lbit
never ree,'tedg'Sictihon'as '^f hentli.deedetii'n tuobemtep
latt ieailthodgle 'fcim 'oa-no'amou:thi to!e'rpaidh M,, e
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an accrual-basis taxpayer has received the item, the time of accrual
of the deduction again determines when the section comes into opera-
tion.
The section will not apply in the case of a bad debt. Even though

a debt is uncollectible, the taxpayer does not lose his unrestricted right
to the money. This section is specifically made inapplicable to sales
of inventory, stock in trade, except refunds made by a regulated public
utility in certain cases. An accrual basis taxpayer may instead esti.
mate sales returns and guaranties in accordance with section 462.
Your committee has provided that the exclusion of refunds per-

taining to inventory saleW will not exclude from the benefits of this
section refunds made by Vt. regulated public utility (as defined in sec.
1503 (c)) if such refunds or repayments are required to be made
by the government, political subdivision, agency or instrumentality
referred to in such section. Thus refunds of charges for the sale of
natural gas under rates approved temporarily would be eligible for
the benefits of this section.
The section will apply to cases of transferee liability such as

Arrowsmith v. Commissioner (344 U. S. 6 (1952)). Thus, while the
deduction in the current year is capital in nature, the taxpayer is not
deprived of all relief because his tax is reduced at least to the extent
of the tax attributable to the prior inclusion.

In computing the tax reduction for the prior taxable year attribut-
able to the removal of the item in question, if the earlier year would
otherwise be closed, no other items may be adjusted, However, to
the extent that adjusted gross income or taxable income may be
changed, items such as the medical and charitable deductions which
are dependent upon income may also be affected.
Whenever the decrease in tax for the prior year is greater than the

tax for the taxable year (without the deduction attributable to the
item in question), the excess is treated as a payment of tax on the
last day prescribed by law for payment for the taxable year and will
be refunded or credited as an overpayment for that year.

PART VI-OTHER LIMITATIONS
This part is identical with the corresponding part in the House

bill and combines sections 128 and 106 of the 1939 Code. No sub-
stantive changes are made.

SUBCHAPTER R-ELECTION OF CORPORATIONS, PRO-
PRIETORSHIPS, AND PARTNERSHIPS AS TO TAXABLE
STATUS

PART I-ALTERNATIVE TAXABLE STATUS OF CERTAIN
CORPORATIONS

Section 1351. Certain corporations electing to be treated as partnerships
This is a new section which permits certain corporations to elect

to be treated as partnerships. There is no analogous provision in
the House bill.
Subsection (a) sets forth the general rule that a domestic corpora-

tion organized after December 31, 1953, may elect, in accordance
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within regulations, to be treated as a partnership for tax purposes.
Such an election must be made not later than 60 days after the dlo4e
of the corporation's taxable year4 If the election is not maee At
that time, then it may, never be made. The election: must be re-
stricted to, the corporations first taxable year- in order to avoid, the
possibility of an accumulation of corporate,.earnings, and profits
Consequently, a corporation doing.business prior to Janpary 1, 1954,
must liquidate and reincorporate in order to be eligible to make the
election provided under this section. A corporation which has made
the election provided in this section with respect to its first taxable
year is. required by subsection (f) to make a new election under this
subsection with respect to any year in which the original shareholders
own 80 percent or less of the corporate stock in order to continue to
be treated as a partnership. All shareholders owning stock in the
corporation at any time on or after the first day of the corporation's
taxable year, up to and including the date on which the election is
made, must give their consent to the election. This requirement in-
cludes shareholders who may have sold their stock prior to the date
of the election.

Subsection' (b) provides a list of qualifications which must be met by
the corporation and its shareholders during the corporate taxable year
with respect to which the election is made and the following year up
to and including the date of the election.

1. At no time during this period may there be more than 10 share-
holders. All such shareholders must be individuals, and if any of the
shares are held by a partnership, then all the partners will be considered
as individual shareholders for the purposes of this subsection.

2. All the shareholders must be actively engaged in the conduct of
the business of the corporation-.i. e., such shareholders must all occupy
managerial positions. -

3. None of the shares may be owned by a nonresident alien or a
foreignpartnership..

4. A corporation will not be;qualified to make the election if it was a
party to a tax-free corporate reorganization described in section
368 (b), formed as the result of a distribution under section35e (or
so much of section 356 as relates to section 355), or if it has acquired
property from a subsidiary in a tax-free liquidation described in sec-
tion 332, except in a case in which the basis of the assets received
from the subsidiary is determined under section 334 (b) (2), which
permits a corporation to purchase the stock of a subsidiary under a

plan whereby the subsidiary will be shortly liquidated, and to take
the cost of such stock as the basis of the subsidiary's assets. This
restriction is also intended to eliminate the possibility. of an accumu-
lation of corporate earnings and profits..' i. .

5. The corporation may have only one lass of stock outstanding.
No class of stock may be preferred over another as to either divideA.ds
distribution's, orvoting' righto. If this requirement were not made,
undistributed'cuirent earnmgit could not be taxed to;the shareholders
without g:Sat complications. In year iwhe1 preferred stock .vi;
dends were paid i, a Wamount? exceeding,the_orpratioh'scurnr.
earningS, it Would be possible forpreferried . eholdr to reoe.
income previoulytxed to oomumon shareholders, and Ethe e.tm -

ing' would be taxed twice iunile a deduction for,the earnings prviM
ouwiy: taxed wee .allowed to the oonmaoa shareholders,Such A
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adjustment, however, would be extremely difficult where there had
been a transfer of common stock in the interim.

6. A corporation is not qualified to make the election if more than
80 percent of its stock is owned by persons who formerly owned the
corporation's business in the form of an unincorporated enterprise
taxable as a domestic corporation under section 1361. This provision
is necessary in order to bind proprietorships and partnerships electing
to be taxed as corporations under that section to their elections.
Subsection (c) provides that a corporation making the election

described in subsection (a) will be considered a partnership for purposes
of subtitle A-income taxes. However, the tax imposed on self-
employment income under chapter 2 shall not be made applicable
to the shareholder: of such -a, corporation. Except for purposes of
the tax on self-employment income, however, each shareholder in such
a corporation shall be considered a partner, having a capital and profits
interest therein, in the proportion that the number of shares of stock
owned by him bears to the number of shares outstanding. For ex-
ample, if corporation A has 1,000 shares outstanding, and shareholder
X owns 100 shares, X shall be considered a 10-percent partner in the
capital and profits of A. After the election has been made, the
corporation shall not be required to pay corporate taxes, but shall
file an information return similar to that of a partnership which sets
forth the distributive shares of its income allocable to its shareholders.
The shareholders will be taxable on their distributive shares of the
corporate income determined in accordance with subchapter K as
though the corporation were a partnership, whether or not such
income is distributed to them. All the rules of subchapter K with
respect to formation, operation, distributions, liquidation, sales of
interests, and any other purposes, such as taxable years, transactions
between partners and partnerships, and so forth, shall be applicable to
the corporation and its shareholders.

Subsection (d) provides that a shareholder who is also an employee
of the corporation may not participate in a qualified employee pension
and profit-sharing plan.

Subsection (e) provides that an election by a corporation to be
treated as a partnership shall be irrevocable, and shall bind the electing
corporation and its shareholders, as well as any corporate successor to
the business of the corporation and its shareholders. Thus, if a cor-
poration which has made the election should liquidate and reincor-
porate, continuing substantially the same business, the original elec-
tion would still be binding.

Subsection (f), however provides an exception to the rule that the
election is irrevocable. In the first year where the electing share-
holders own 80 percent or less of the corporate stock, the corpora-
tion will no longer be bound by the electionz and will be taxable as
a corporation for such year and for succeedmg years, unless a new
election is filed in accordance with subsection (a), not later than 60
days after the close of the year in which the change of ownership has
been completed. Thus, if at the end of 1964, 10 percent of the share-
holders are transferees who have not consented to the election, and at
the end of 1955 an additional 11 percent of the shareholders are non-
consenting transferees, the corporation will be taxed as a corporation,
for the year 1955, unless a new election is filed, in accordance with.
subsection (a). A new election may not be made unless the corpora.
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tion still qualifies under subsection (b). If no election is made with
respect to the taxable year 1955, then it may never be made with
respect to any .future taxable year unless the corporation liquidates.
(Of course, such a liquidation will be treated as a corporate, and not
as a partnership liquidation.)

Subsection (g) applies the constructive stock ownership rules.'in
determining whether there has been a change of ownership. For
example, corporation A has 1,000 shares outstanding of which.X and
Y each own 500 shares. X sells 300 shares to his son. Under this
subsection, X is still considered the owner of 500 shares and, conse-
quently, no change of ownership has taken place. .Subsection (h) provides that if a corporation electing to .be treated
as a partnership, or a corporate successor to the business of such a
corporation, issues stock of a different class than that outstanding,
the election shall be revoked for the year in which the -new class of.
stock was issued, and subsequent years, and for all the prior years
of the corporation's existence. The corporation shall be liable for all
corporate taxes due from and including the year in which it was formed
and such taxes may berisessed and collected as if no return had been
filed. Thus, an action for the assessment and collection of such tor-
porate taxes could be started without regard to the period of limita-
tions.

PART II-ALTERNATIVE TAXABLE STATUS OF CERTAIN
PROPRIETORSHIPS AND PARTNERSHIPS

Section 1861. Unincorporated business enterprises electing to be taxed
as domestic corporations

This section is intended.to, permit certain proprietorships and
partnerships the opportunity to elect to be taxed as a domestic cor-
poration while. still conducting the business of the enterprise asi a

proprietorship or partnership.. There is no analogous provision in
the House bi :

Subsection (a) sets forth the general rule that a partnership or
proprietor may elect, in accordance with regulations, to be taxed as a
corporation.. Such elections must be made not later than 60 days
after the close ofthe taxable year to which the election is first appli-
cable byr the proprietor or all the partners having. an interest in the
enterprise at any time on or after the first day of suchtaxable/year,
up to and includingithe' date of the election. ., Thisrequirement
includes any owners of the enterprise who may have sold their interests
prior to the date of the election.. - ;.: .;,I ;

If in a year subsequent to the year of the election there is amchangeof ownership requiring another election; as provided in subsection
(f), then all persons owning an interest in the enterprise; from the
beginning of such year; ;until and including the-:date of the election
must elect under this' subsection in order to continue to havei the
enterpriseitaxed.-as a corporation.., ,,, i ;, .,,-;.,

Subsection (b) provides a list of qualifications which: must be met
by the enterprise and its: owners during thetaxabie(year with respect
to which.the' election is 'frt. ;pplicable-and the following yefr! up-to
and including the.date ofbheelection-,i.i.' ., .. ;i:;:oi.': tiil -,

Paragph ()p(iovidw' thatthe enterpsri may. ntfb;owned by
moretahan 60 mdividUal taxpayers-If a ptanerhipoFwn an intert
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in a partnership as to which an election is to be made, all of the
partners of the owning partnership must be individuals and their
number must be added to the other partners of the electing partner-
ship in determining the number of partners therein.

Paragraph (2) provides that no proprietor or partner having more
than a 10-percent interest in an electing enterprise, can be an owner
of another proprietorship or have more than a 10-percent interest in
another partnership, either of which is taxable as a domestic corpora-
tion under this section. For exampl)le should an individual have an
interest of 10 percent or less in a partnership taxed as a corporation,
he may elect to have his proprietorship taxed as a corporation. How-
ever, if he should own a proprietorship taxed as a corporation, he
would be unable to make the election for another proprietorship, or
for a partnership in which he had more than a 10-percent interest.
Paragraph (3) provides that no proprietor or partner in an enter-

prise electing to be taxed as a corporation under this section may bo
either a nonresident alien or a foreign partnership.
Paragraph (4) provides that no proprietor or group of partners

owning more than an 80 percent interest in either income or capital
of the partnership formerly owned the business of the partnership
as a corporation electing to be treated as a partnership under section
1351. For example, three individual shareholders owned the ABC
corporation which elected to be treated as a partnership under section
1351. Should the ABC corporation be liquidated and the business
of the corporation carried on as a partnership, the partners would
not be able to elect to be taxed as a. corporation under this section.

Paragraph (5) provides that the ente6ifise must be either one in
which capital is a material income-producing factor, or 50 percent or
more of the gross income of the enterprise consists of earnings derived
from trading as a principal or from brokerage commissions derived
,from selling real property, stock, securities, or commodities for others.
Capital is considered to be a material income-producing factor if a
substantial portion of the gross income of the business is attributable
to the employment of capital. Capital would be considered a material
income-producing factor if the operation of the business required a
substantial inventory or a substantial investment in plant, machinery,
or equipment. Under this paragraph, the enterprise, if it is not one
in which capital is a material income-producing factor, must obtain
more than 50 percent or more of its earnings from selling in its own
name or from brokerage commissions from selling real property,
stock, securities, or commodities.

Subsection (c) is intended to give the Secretary or his delegate au-
thority to issue regulations on the method of taxing a partnership or
proprietorship as a corporation. The enterprise is to be considered a
corporation in all respects for purposes of income taxes, except chapter
2, relating to the tax on self-employment income and except as pro-
vided in subsection (m). Each owner of an interest in the electing
enterprise is to be considered a shareholder in proportion to his
interest.
Subsection (d) prevents a proprietor or partner of an enterprise

taxed under this section from participating as' an employee in any
qualified pension and profit-sharing plans of the business.-
Subsection (e) provides that the election under this section is binding

on the enterprise and its owners as long as the original proprietor,
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or partners. electing;owning more than an 80-perc.ett interest, con-
tinued to conduct the business.in an unincorporated form .,.-,,:.
Subsection (f) sets forth the rule that in any ye&rin which the owner-

ship of the proprietorship is changed, or the original electing;partners
no longer own more than 80 .percent.of the *partnership, .the election
is revoked,:unless the proprietor, or partners,; mane,a new election
under subsection;(a), being qualified-under subsection '(b).
Subsection (g) is intended, to. make applicable:the attribution of

ownership rules of section 267 (c), relating to the rules for constructive
ownership of stock.

Subsection (h) provides that the unincorporated business taxed
under this section is subject to the normal tax and surtax imposed by
section 11, the accumulated earnings tax imposed by section 6531, and
thealternative tax of capital gains imposed by section 1201.,
Subsection (i) is intended to exclude from the income of the enter-

prise any income'classified as personal holding company income under
section 543. Income from brokerage ,commissions is not to be. ex-
cluded from the income of the enterprise, Any income so excluded
is to be taxed directly to the proprietor or the partners, and any
deductions attributable to such income shall not be allowed to the
enterprise: but, shall be allowed: to the proprietor or partners. Any
distributions of personal holding company income includible in the
income of the proprietors or partners shall not be taxed a a corporate
distribution from the enterprise since this income is taxed whether or
not distributed. Any :undistributed personal holding .company
income shall be considered as paid-in surplus, or as a contribution to
the capital of the enterprise :as of;the cldse of the year im which it is
earned. In this situation, the basis of the proprietors or partner's
interest in the enterprise would be accordingly increased. In Oeter-
mining whether rents and mineral, oil, or gas royalties are personal
holding company income, all income earned by the enterprise, includ-
ing. personal holdingcompany income not taxed to the enterprise,
shall enter into the determination of the gross'icome of the enterprise
for such year. ....e ; t

Subsection (i) provides that there shall be. allowed as a deduction
for salaries only fjhose' payments made toa proprietoi' oi'6partners
which are commensurate with'the value of services actually rendered
to the enterprise, and that the enterprise shall be entitled to deduct
tions only for such items as are properly allocable to its. business
operations. .. "

Subsection (k) provides that all distributions, other than distribu-
tions in partial or complete liquidation, made with respect to a pro-
prietorship or ptnehip interest, except difstribuiitins 6f'.'personal
holding company income and compensation shall' be:'eti$, d 'a
distribution, m.ade ?by' a .r.,coWtionti6 a shareholder ad'.will, he
taxable as' a di&idendi(4stHbtint ,tO 'thi extent of'the:r'el 'ai ad
pr.fit.of...^..ie-p'i!V ; "*^' ),!t!,,,'.} efSubsection (i) period Fiat:ditribitidhoi mi' arti;t omJ'.e. pleti
liquidation shall be triated as if '-iiade my a corporation to' ihare

,h:.old ..·''..'*;.".-i'::'.;'. . s;-" . ..:fq "-,'. ''i'"
Subsection (mi) priiideit:hat.OetlitiiXi'Elatic iid tis

section Anatbe siredd 'c 6atioi'^ *t,^^if
or prSI s ouhiAf i`drteiifhia
Of piy QI.O~tv dibt Oibto Wi'fill 61 pie Etc
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and reorganizations and insolvency reorganizations, except in the case
where a proprietor or partner contributes property to the enterprise
and gain or loss would be recognized on such contribution by applying
the corporate rules. The corporate rules shall also apply to the organ-
ization of an enterprise making an election for its first taxable year4.;

Subsection (n) provides that there shall be no change in the basis
of the assets of the enterprise or in the basis of the proprietor's or
partners' interests in the enterprise because of the election under this
section.

CHAPTER 2-TAX ON SELF-EMPLOYMENT INCOME
This chapter corresponds to chapter 2 of the House bill with the

exception of combining subsections (b) and (c),of section 1403 into a
single subsection (b), cross-references.
This chapter, relating to the tax on self-employment income,

corresponds to subl)chapter E of chapter 1 of the 1939 Code. No sub-
stantive changes have been made, but as a result of changes made
elsewhere, it Ia.s been necessary to make two changes in this chapter
in order to maintain similarity of treatment of self-eml)loyment in-
come. In section 1402 (a), which defines net earnings, from self-
employment, there has been inserted a provision specifically disallow-
ing the deduction for personal exemptions. Under the former law,
personal exeml)tions were not taken into consideration in computing
the net earnings from self-employment, but this provision becomes
necessary since under the new law a deduction, not a credit, is allow-
able for the personal exemptions. The other change merely conforms
the description of income from a partnership to the term used in the
new law.

CHAPTER 3--WITHHOLDING OF TAX ON NONRESIDENT ALIENS
AND FOREIGN CORPORATIONS AND TAX-FREE COVENANT
BONDS
This chapter, except for changes in subchapter A, is identical with

chapter 3 of the House bill which made no substantive changes in
present law.

SUBCHAPTER A-NONRESIDENT ALIENS AND FOREIGN
CORPORATIONS

This subchapter combines sections 143 (b) and (h) and section 144
of the 1939 Code.

In addition, your committee has amended section i441 to require
withholding agent to also deduct and withhold tax mi tlhe case of !
nonresident alien individual or partnership falling within section 144-,
on amounts described in section 402 (a) (2), section: 63'1(b) nAd (c),
and section 1235, 'which are considered to be gains from the sle 'or
exchange of capital assets. The amended section 1441 proyid fiuif*
ther that if the amount of such gain is not known to the Withhioldig-
agent, he shall deduct and withhold such amount, inot 0eceedin30
percent of the proceeds from such sale or exchange, as may be.necessary
to assure that the tax deducted and withheld shall not be lees tLha 30

458



.INTERNAL REVENUE CODE OF 1954

percent of such gain. Thus,, if the withholding agent'does not know
the amount of such gain, he is required to deduct and withhold a tax
which may exceed 30 percent of such gain, but not exceeding 30 percent
of the proceeds from such sale or exchange, as may be. necessary to
assure that the tax deducted and withheld is not less than 30 percent
of such gain
The effect of the amendment to.section 1441 in the case of a foreign

corporation to which section 1442 is applicable, is to require a with-
holding agent to also deduct and withhold tax of 30 percent on amounts
described in section 631 (b) and (c), which are considered to be.gains
from the sale or exchange of capital assets. Section 1442 automatically
makes applicable the qualification of section 1441 that if the amount
-of such gain is not known to the withholding agent, he shall deduct
and withhold such amount, not exceeding 30 percent of the proceeds
from such sale or exchange, as may be necessary to assure that the
tax deducted and withheld is not less than 30 percent of such gain.

SUBCHAPTER B-TAX-FREE COVENANT BONDS
This subchapter corresponds to section 143 (a) of the 1939 Code.

SUBCHAPTER C-APPLICATION. OF WITHHOLDING
PROVISIONS

This subchapter combines sections 143 (c)-(g) of the 1939 Code.

CHAPTER 4-RULES APPLICABLE T6 RECOVERY OF EXCEssIVE
PROFITS ON GOVERNMENT CONTRACTS

This chapter is identical with chapter 4 of the House bill which
made no changes from existing law in subchapter A. Subchapter' B
was changed as noted below.

SUBCHAPTER A-RECOVERY OF.EXCESSIVE PROFITS
ON GOVERNMENT CONTRACTS.

This subchapter combines sections 650 and 651 of the 1939 Code.
SUBCHAPTER- B-MITIGATION 6F EFFECT OF RENEGO-

TIATION OF GOVERNMENT CONTRACTS
This subchapter corresponds to section 3806 of the 1939 Code.

Section 1481. Mitigation of effect of renegotiation of Government contract
The' provisions of subsections (a), (b), and (c) of this section corre-

spond, with' appropriate editorial changes and deletionsj to the' pro-
visions of section 3806' of the'1939 Code. ;: ; ,

Subsection (d)tof this section provides that if the excessive profits
eliminated throwugh renegotiation. relato.eto profits of ; taxable year
subject tQ the 1939 Code, as amended, ,the adjustments in' respect of
such renegotiation' are to be made under the provisions of section
3806 of that code.

4.0.94....59
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CHAPTER 5-TAX ON TRANSFERS To AVOID INCOME TAX
This chapter is identical with chapter 5 of the House bill which

combined sections 1250, 1251, 1252, and 1253 of the 1939 Code with
no substantive changes.

CHAPTER 6-CONSOLIDATED RETURNS
The House bill proposed to combine the rules stated in section 141

of the Internal Revenue Code of 1939 and in the consolidated returns
regulations (Regulations 129) and thus place all of the rules relating
to consolidated returns in statutory form. In view of the fact that
desirable flexibility would be lost if this pattern were followed, and
conforming amendments would be necessary with respect to each
change in other parts of the code relating to income taxes in connec-
tion with every amendment made, your committee has determined to
retain the present pattern in which the Secretary or his delegate pur-
suant to regulatory authority prescribes the rules applicable to the
filing of a consolidated return. Accordingly, your committee has in
substance reenacted section 141 of the Internal Revenue Code with
modifications.
Section 1601. Privilege to file consolidated returns

This section is a reenactmcnt of section 141 of the Internal Revenue
Code of 1939 which described the consolidated return privilege and
required that all taxpayers electing to file a consolidated return must
consent to regulations prescribed by the Commissioner prior to the
last (lay prescribed' by law for the filing of such return.
Section 1602. Regulations

Section 1502 is similar to section 141 (b) of the Internal Revenue
Code of 1939.
Section 1603. Computation and payment of tax
This section is a reenactment of section 141 (c) which provides for

the assessment and collection of: the tax on a consolidated return
pursuant to regulations prescribedd tinder section 1502. This section
also provides the increase of 2 percent in the tax on a consolidated
return provided by existing law. The general rule is similar to present
law as is also the provision for special treatment of Western Hemi-
sphere trade corporations with Iespect to the 2-perient tax'.' Your
committee has, however, added a new provision which will eliminate
the 2-percent tax in the case of regulated public utilities which are
members of the affiliated group. In a manner similar' tothe provision
applicable to Western Hemisphere trade corporations, it is provided
that the tax shall not be applied to that portion' of the consolidated
taxable income attributable to regulated public utilities,:,
The term "regulated public utility" is defined as a corporation

engaged in the furnishing of electric energy, gas, water, etc, ;whose
rates are established or approved by a governmental,agency. Specific
provision has been made for the regulation by an agency of a foreign
country. In addition, 80 percent of the income of such corporation
must be from the furnishing of such service (determined without
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regard to dividends and capital gains and losses) for the taxable year,
In addition, in proper cases revenue derived from unregulated rates
where derived from a single interconnected and coordinated system
will qualify.
Section 1504. Definitions

This section is a reenactment of section 141 (d), (e), (f), and (g)
amended only to remove references to the excess profits tax suchc.
D of cli. I of the Internal Revenue Code of 1939) and to reflect the
addition of a privilege by certain corporations and partnerships to be
taxed as either corporations or partnerships at their election.
The House bill prescribed that affiliation between several corpora-

tions should be based upon stock ownership of 80 percent. Your
committee has restored the 95-percent stock ownership test of existing
law.
The definition of includible corporations is substantially similar to

present law, removing :those provisions significant only for excess
profits, tax purposes. This is substantially in accord with the House
bill. In addition, however, your committee has added (in subsecs. (b)
(7) and (8)) a provision to the effect that if a corporation elects to be
taxed as a partnership pursuant to section 1351 or if a partnership
elects to be taxed as a corporation pursuant to section 1361, such
corporation or partnership, may not. be an includible corporation.

Section 1504 (c) is a reenactment of section 14i (f).
Section 1504 (d) is a reenactment of section 141 (g).

Section 1505. Cross references
This section contains cross references to section 6503 (a) (1), relating

to suspension of running of the statute of limitations, and to section
482, relating to allocation of income and deductions of related trades
or businesses.

SUBCHAPTER B-RELATED RULES

Section 155661. Diatllowance of surtax exemption and accumulated
earnings credit

This section corresponds to section 1731 of ihe House bill. The
provision is similar to section 15 (c) of the 1939 Code in that it pro-
vides for disiloyvance of the $25 exemption from 'surtax in certain
cases. Provision ia added providingfi the disallowance of the
$60,000 accumulated earnings credit ($36 000 in the House bill) pr'o-
vided in section 535 (c) in similar situations.
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SUBTITLE B-ESTATE AND GIFT TAXES
CHAPTER 11-ESTATE TAX

SUBCHAPTER A-ESTATE OF CITIZENS OR RESIDENTS
PART I-TAX IMPOSED

Section 2001. Rate of tax
Thllis section is identical with section 2001 of the House bill.
This section combines into a single schedule the rates of tax which

existing law provides in two separate schedules of rates found in
sections 810 and 935 of the 1939 Code. :This section eliminates the
necessity that exists under present law of computing both a tentative
and a so-called basic tax where the taxable estate exceeds $100 000.
The term "taxable" estate has the same significance as the term "net"
estate under present law. Under this section,- the tax (before the
allowance of credits) is computed by fitting the taxable estate, deter-
mined as provided in section 2051, into the proper bracket provided
for in this schedule and applying the appropriate tax and percentages
indicated therein.
Section 2002. Liability-for payment

Section 2002 of the House bill is adopted without change and is
identical with section 822 (b) of the 1939 Code.

PART II-CREDITS AGAINST TAX

Section 2011. Credit for State death taxes
This section is identical with section 2011 of the House bill.
This section provides a separate schedule for computing credit for

estate, inheritance, legacy, or succession taxes actually paid to any
State, Territory, or the District of Columbia or any possession of the
United States, in-rcspect of any property included in the gross estate.
Subsections (a), (b), and (c) replace section 813 (b) of the 1939 Code.
Subsection (d) defines the terms "basic estate tax,".the "estate tax
imposed by the Revenue Act of 1926" and the "additional estate tax"
now determined under sections 810 and 935 of the 1939 Code. These
terms are provided for the purpose of supplying a means of computing
State death taxes and in computing the exemption provided for in
section 2201 in the case of the estates of certain members of the Arined
Forces.
Under present law nonresidents not citizens of the United States

receive a credit for State death taxes on their entire net estate while
other decedents receive a credit for State death taxes on their net
estate in excess of $40,000. Under this section no credit will be
granted any estate unless the taxable estate exceeds $40,000.
Section 2012. Credit for gift tax

This section is identical with section 2012 of the House bill,
This section provides for a credit for gift tax paid on any gift made

by the decedent in his lifetime the amount of which is required to be
included in his gross estate for estate tax purposes. It is derived from
section 813 (a) (2) of the 1939 Code with no substantive change. In
the case of gifts subjected to gift tax under section 319 of the Reve-
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nue Act of 1924. as amended, existing law provided for credit only
against the so-called "basic" estate tax. This section provides, in the
case of such gifts, for a credit not only against the "basic" estate tax:
but also against the tax imposed by section 200i. Equal credit" is
provided in the case of. gifts subjected to gift tax by later provisions
of law applicable to gift tax.
Section 2018. Credit for tax on prior transfers
This section corresponds to section 2013 of the House bill with

substantive amendment's made by, your committee.
This. section replacessc"s'tion 812 (c) of the 1939 Code. Existing

law provides for a deduction from the decedent's' estate of'the value
of property included in his gross estate, which was previously sub-
jected to gift tax or estate taxx. Under existing law, the deduction
is available only in respect of property' included in the decedent's gross
estate which can be identified as having been received by gift from the
donor within 5 years, or by bequest,, devise, or inheritance from a
decedent who died 'within 5 years, prior to the' decedent's death (or
as to property which can be identified as having. been acquired in
exchange for 'property so received). The deduction was designedto prevent subjecting the same property to tax twice within a relatively
short period of time. However, under the existing :law the benefits
are measured by the rate of tax applicable to the current decedent's
estate.

Subsection (a) of the House bill provides, in lieu of the deduction
under present law a credit against the tax imposed by section 2001
for all or' a part of the estate tax paid with respect to the transfer of
property to the present decedent by or from 'a person (designated as
the transferor) who died within 10 yearsjprior to the"present decedent's
death. Your committee has modified thissection 'to cover the transfer
of property to the decedent' bya person who diedd within 2 years
subsequent to theo death of the decedent. Furthermore,'subsection
(a) has been clarified to make certain that the benefits of the section
apply to property passing to the 'deedent as a result of the exercise or
noneercise of' a power of appointment' exercisable whhen the property
is included in the gross estate of the donee of the power.
The term "transfer of property" is broad eno'ughi to cover the

transmission of property. by the 'transferor to' the de'edent under
any condition or form of ownershipwhip ch requires, the inclusion of
such .property in the transferor's gross estate. This 'is 'a clarification
which was not expressed'in the'i Housebill.
In order to qualify for the creditiittis not essential under this section

that the property transferred be identified in the estate of the decedent.
However, 'the property must be included 'in the gross estate of .the
transferor and no credit' isavailablee merely because a gif ttax, may
have been paid .th'respect. to'the transfer f prpertyto thedeced nt.
The 'rules prescribedl' fbr dte^ ing tiecom'puttion,'of.'the" credit

are found insubsections(b)'and (c). SiUbsection (^) provides that
where the transferor p'edec'Eaed 'the 'ideed t by'mbr6 'than 2 years
the credit determined under subections '(b)' and (c) shall be allowed
in the 611fowing pec iae 00percentif the transferor died within
the third and fourth years preceding the decedent's death; 80 percent
if within the' fifth and siith years' 40 peient' if within the' venth
and eighth years; and' 20 percent if within the ninth and tenth years.
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Subsection (b) provides that, subject to the limitation in subsec-
tion (c), the credit shall be an amount which bears the same ratio to
the estate tax paid with respect to the estate of the transferor as the
value of the property transferred to the decedent bears to the taxable
estate of the transferor (for estate-tax purposes) increased by the
exemption provided for under section 2052 or 2106 (a) (3); orthe cor-
responding exemption of prior law, and decreased by any death taxes-
Federal, State, foreign, or otherwise-paid with respect to the estate of
the transferor. In determining the amount of the credit, the'estate t*x
paid by the estate of the transferor shall be the estate tax paid by such
estate before reduction on account of gift tax. credit, or credit under
this section where the transferor acquired property from a person wio
died within 10 years prior to the death of the present decedent. With
certain limitations, the effect of this section is to subject property to
estate tax only once where two or more decedents all die within a 10-
year period.

Paragraph (1) of subsection (c) provides for a limitation on the
credit otherwise allowable under subsection (b) .The credit cannot
exceed the amount by which the estate tax imposed with respect to the
estate of the present decedent (after deducting the credits for State
and foreign death taxes and gift tax) exceeds such estate. tax which
would result if the value of the transferred property were excluded
from the present decedent's estate. Your committee believes that
it should be made clear that nothing in this section shall be construed
as conflicting with any provisions contained in death duty treaties
between the United States and foreign countries as to the order in
which the credit authorized by those treaties is ,to be taken.. If a
charitable deduction is allowable to the estate of the present decedent
then before making the computation referred to in section'2013 (c) (1)
(B) the charitable deduction allowable is to be reduced by that part of
the charitable deduction allowable which the value of the transferred
property bears to the present decedent's gross estate after reduction
by the amount of the deductions for expenses, indebtedness, Vaxes.
losses, etc., allowed under sections 2053, 2054, and 2106 (ai? (i). If
the credit provided for in section ?2013 relates to property: received
from two or more transferors, a separate computation shaHl be made
with respect to the estate tax paid by the estate of each transferor'in
applying the ratio provided for in subsection (b). However,' sub-
section (a) (2) provides that in such case in determining the limitation
under subsection (c) (1) the property transferred from each transferor
shall be aggregated. The aggregate limitation thus computed is
apportioned between the property received from each transferor in
the ratio that the property,received from each bears to the total prop-¢
erty received from both transferors. The credit computed by the
application of subsection (b) in the case of property received from
each transferor is compared separately with theirJnitation under sub-
section (c) so, apportioned in applying theprovisions of this section
separately with respect to the property received from eachtra'sferor.
The percentages provided for in subsection (a) are to be applied
separately with respect to the property received from eac separate
transferor.
The section can be illustrated by the following.exAmple,
Assume that all decedents are United State citizens.
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A dies December 1, 1953. He has a gross estate of $640,000 and
no deductions. He transferred $300,000 to B.
B dies December 1, 1954. He has a gross estate of $1 million and

a deduction of $50,000 for debts. B bequeathed $100,000 to D.
C dies December 1, 1952. 'He has a gross estate of $200,000,

funeral expenses of $10,000 and a charitable bequest of $20,000. He
transfers $100,000 to his wife, D.
D dies December 1, 1961. She has a gross estate of $800,000, a

charitable deduction of $50,000, and a deduction for expenses of
$50,000.

All estates paid State death taxes equal to the maximum credit for
State death taxes except C, who paid a State death tax of $100. No
legatee paid any estate tax imposed on the estate of the decedent.

1. Computation of credit for B:
(a) A's tax attributed to transfer of $300,000 to B (subsec. (b)):

(1) A's tax:
A's taxable estate plus exemption....--------------.- $640, OO. 00

Tax (from sec. 2001).--------------------------- 173,700.00
Less credit for State death taxes (see. 2011)------ 15,600.00
Tax due -------....................... ----------------------- 158,100.00

(2) Computation of credit:

Credit= $158,100X00X ,i0 $101,715.63
(b) Limitation on credit applicable with respect to B's tax (subseo. (o)):

(1) Tax payable by B without regard to this section:
Gross estate-------------------------- $1,000,00
Less deductions-.. '

------------------------- 110, 000
Taxable estate----.....---------- ---- 890,000

Tax...-- '---------- 285, 000
Less State death tax credit-----------------. 30, 400

Tax before credit on prior transfers ---------- ----$254, 600
(2) Tax on B's gross estate excluding prior taxed transfer:

Gross estate-----.. ---------------------- $700, 000
Deductions---__------------------------....-- 110, 000

Taxable estate-....-----------------------. 590,000
Tax --.------ .---------------------------177,200
Less State death tax credit------------------- 16, 000

Tax excluding transferred property ---------- 161, 200

(3) Limitation on credit:
No. 1- -.....---------- 254, 600
Less No. 2....-.---- .--- .. 161,200
Maximum credit allowable------------.--. 93, 400

(c) Peroent of credit to be taken into account:
Since B died within 2 years of A, 100 percent of credit Is to be taken into
sCoount .... ..... ..................... --$9, 400

Tax due--. ------------------------------------- 161,200

9.869604064
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2. Computation of credit for D:
(a) B's tax attributable to transfer of $100,000 to D:

(1) B's tax (computed in 1 (b) (2))...---------------.. $161,200
Credit for prior taxed transfer within 10 years--.----- 93, 400

Tax due plus credit on prior transfers------..-..---
B's tax computed in 1 (b) (2) ------------------.. 161,200
State death taxes---.-------------------------. 30, 400

$254, 600. 00

Total death taxes ----------------......--------.----.-- 191, 600. 00
(2) Computation of credit.

I00',000
Credit'=254,600X 890,000 -1 T0.+60, 33,570.68

(An error in this computation in the lHouse report has been corrected.)
(b) C's tax attributable to transfer of $100,000 to D:

(1) C's estate tax.
Gross estate-------------------------------------- $200, 000o 00
Expenses-------- ---------------------------------10, 000. 00

Adjusted gross estate----------------..-----------.. 190, 000. 00
Less deductions:

Marital deduction --.----------------..----- $95, 000
Charity ..----------------------------- 20, 000
Exemption---------------.--------------- 60, 000

- 17i.0.nnn nn

Taxable estate .-------------------
Tax----------------------------------- $1,050
State death tax----- .-------- ---------------- 100

(2) Computation of credit..
r 100,000_- 95,000 .Credit=1,O06OX 16,000. 60 000-1,160 71 09

(c) Linmiationi on credits with respect to transfers from B and C.
(1) Tax payable by D without regard to this section.

D's gross estate ..................................
Deductions:

Charity-----..------------------..-------- $50,000
Expenses-..------------------------------. 50,000
Exemption----------------------------- 60,000

Taxable estate--------------------
Tax------------------------------------$194, 700
Less State death tax credit---------------------18, 000

Tax due--..-----------------.. 176, 700
(2) Tax on D's estate excluding prior taxed transfers.

Gross estate ..--..--..---.
Deductions: $.00

Charity 50,000- 50,000 X 800,000- =$43,000
Expenses-------------- -----------------50,000
Exemption----------------------------- 60, 000p

15, 000. 00

800, 000. 00

160,000.00
640, 000. 00

695,000.00

1I . nnnnn

Estate to be taken into account-,--. 642,000,00
,1 It .0

Tax----- $16o0, 46
Less State death tax credit..... 14, 080

Tax due-- .-.....---- -- . 146 820
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(3) Limitation on credit.

No. 1---------......---....----------..-----------------........... $176, 700.00
Less No. 2.....-...------------------..---....------- 146, 320. 00

Maximum credit allowable-- ------------------- 80,380.00
(4) Apportionment of limitation.

Transfer from --------------------------------- , 000. 00
Transfer from B...........----------------------- 100. 00

Total 0,1,000'W 0

Total-.- ....-----....--------------..-- 10,000.00.
Portion to transfer from 0 (10o5 of $30,380)--------------------- 1,446.67
Portion tb transfer from B (1t90 of $30,380)------------------.......... 28, 933 33

(d) Application .of percentage limitation to estate of D.
Unadjusted credit for-

(1) Transfer from 0--------..------------------.. 71. 09
Percent taken into account -------------- -- 20

Credit for transfer from ----------------- ,-------- $14.22
(2) Limitation for transfer from B----....--------. $28, 933. 33

Percent taken intoaccount---------------- 40
Credit for transfer from B. .. ------------------ ------ 11, 573. 33

Total credit----- .------... ...-------------------------- 11, 587. 55
Your'committee h/as revised subsection (d) so as to0provide that the

value of property transferred to 'the decedent shall 'be' determined in
the same manner as the value of property interests 'passing to a surviv-
ing spouse under section 2056 is determined. Your comm ttee believes
that this amendment will provide for greater certainty.
The value of any property transferred to the decedent shall be

determined in the same manner as if the value of a gift to the decedent
of such property at the death. of the transferor were being made,
taking into account all'nctumbrances or obligations. If Ithe trans-
feroreby'his will leaves to the decedent real estate isujbect to a mortgage
(whether'or not such mortgage was a' personal' liability'of the trans-
feror),' the value of the property transferred to the decedent does not-
under this section include the mortgage.- If, however, the-transferor
by his will directs the executor to pay off the mortgage, such payment
constitutes an additional amount transferred 'to the decedentt. If the
transferor bequeaths certain property to the decedent subject, how-
over, to his agreement, or a charge on the property, for payment of
$1,000'to X, the value of the bequest is the value of the property
reduced by $1,000.,
The property transferred to the decedent by the transferor is onlJ

such property as the transferor. can give-. If the transferor by. his
will leaves the residue of his estate to' the decedent.and hepays, or if
the:estate. income' is used to pay, claims against the estate. so as to
increase the residue,; such increase in the reside is acquired .by pur-
chase and not by bequet; .Accordingly, the value of any such;
additional .part. of the residue passing to the decedent cannot b.
included in the value of the property transferred to, the dedeidet. ;.,
Your committee has.also clarified subsection; (d)' to mke'it clear

that the tern "property" denotes any beneficial interest inproperty
transferred to the'decedent, including a general power of appiontment
as definedmin section 2041.
.... . . . '
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Section £014. Credit for foreign death taxes
This section is identical with section 2014 of the House bill.
This section combines into a single section the provisions provided

by existing law in sections 813 (c) and 936 (c) of the 1939 Code. No
substantive changes have been made.
Section 2016. Credit for death taxes on remainders

This section except for a clarifying change corresponds to section
2015 of the House bill. The provisions of this section, as stated in the
House bill, have been clarified so as to indicate that the section only
applies where an election is made under section 6163 (a) to postpone
payment of the estate tax attributable to a reversionary or remainder
interest.
Section 2016. Recovery of taxes claimed as a credit
This section corresponds to section 2016 of the House bill. How-

ever, your committee has revised this section to provide that, con-
sistent with the provisions of section 905 (c) in the case of the recovery
of tax previously allowed as a credit, no interest shall be assessed or
collected on any amount of tax due as the result of the recovery by the
executor of death taxes paid to a foreign country where credit therefor
has been previously allowed, for any period before the receipt of such
refund. This provision, however, specifies that interest may be
assessed and collected to the extent interest was paid by the foreign
country on such refund.

PART III-GRosS ESTATE

Section 2031. Definition of gross estate
This section is identical with section 2031 of the House bill.
Subsection (a), except for a minor clerical change, corresponds to

the introductory material in section 811 of the 1939 Code. Sub-
section (b) corresponds to section 811 (k).
Section 2082. Alternate valuation

This section corresponds to section 2032 of the House bill and is a
restatement of section 811 (j) of the 1939 Code. Existing law per-
mits the executor, if he so elects upon his return, to value the prop-
erty included in the gross estate as of a date 1 year after the dece-
dent's death or, in the case of such property distributed, sold, ex-
changed, or otherwise disposed of at an earlier date, the value at
such date of disposition. Subsection (a), as stated in the House bill,
would have limited the exercise of such an election to cases where
the aggregate value of all items in the gross estate declined to 66%
percent of the value of the aggregate of all such items as of the date
of the decedent's death. Your committee has revised this section so
as to remove this limitation. The election is to be exercised in the
same manner and at the same time as provided for under present law.
Except for the restatement noted above and for minor clerical changes;
this section corresponds to section 811 (j) of the 1939 Code...
Section 2038. Propetty in which the decedent had an interest '

This section is identical with section 2033 of the House bill.
This section, except for minor clerical changes, corresponds to section

811 (a) of the 1939 Code. No substantive change has been made, :
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Section 2034. Dower or curtety interests
This section is identical with section 2034 of the House bill.
This section, except for minor clerical changes, corresponds to

section 811 (b) of the 1939 Code. No substantive change has been
made.
Section 2035. Transactions in contemplation of death
This section is identical with section 2035 of the House bill.
This section combines into a single section, the provisions in

existing law under sections 811 (c) (1) (A) and 811 (1) of the 1939
Code, and makes no substantive change in existing law.
Section 2036. Transfers with retained life estate
This section is identical with section 2036 of the House bill.
This section, except for clerical changes, corresponds to' section

811 (c) (1) (B) of the 1939 Code, as amended. No substantive
change has been made.
Section 2037. Transfers taking effect at death

This section is identical with section 2037 of the House bill,
This section is a combination and revision of existing law found

in sections. 811 (c) (1) (C), 811 (c) (2), and 811 (c) (3) of the 1939
Code. This section corresponds to provisions of existing law insofar
as they relate to. transfers.of. property made prior to October 8 1949.
This section applies substantially the same rules now prescribed in
section 811 (c) (2) of the 1939, CQde, in .the case of transfers made
prior to October 8, 1949, to transfers made on or after that date
with the exception that, if the decedentf has retained a reversionary
interest in the property immediately before the decedent's death
exceeding 5 percent of 'the value of such property, it is immaterial
whether tjhe reversionary interest arose by the express terms of the
instrument' of transfer or by operation of law.
The decedent's reversionary interest is to be valued by recognized

valuation principles and without regard to the fact of the decedent's
death. Where it is apparent from the facts that property could have
reverted to the decedent under contingencies that were not remote,
the reversionary interest is- not to be necessarily regarded as having
no 'value merely because the value thereof cannot be measured
precisely.
Section 2038. Revocable transfers.
This section is identical with section 2038 of the House bill.
This section, with one exception, corresponds to section 811 (d)

of the 1939 Code. Section 811 (d) (4) has been omitted in view of
its extremely limited application.
Section 2039. Annuities
This section generally corresponds to section N039 of the House bill.
This section is new and. does not correspond. to any specific provi-

sions of existing law. With certain limitations, this section requires
the inclusion in the decedent's gross estate of the value of a annuity
or other payment receivable by any bneficiary by reason of sumvig
the decedent under any form of contract or agreement (other. tha as
insurance under policies on the life of the decedent) entered into after
March 3, 1931, ifunder the contract or agreement an annuity or other
payment was payable to the decedent, or the decedent p e d the
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right to receive such annuity or payment, either alone or in conjunc-
tion with another for his life or for any period not ascertainable with-
out reference to his death or for any period which does not in fact end
before his death. Your committee has revised this section so as to
make it clear that the provisions of this section apply not only.to
cases where an annuity was payable to a decedent but also to count
tracts or agreements under which a lump-sum payment was payable
to the decedent or the decedent possessed the right to receive such a
lump)-sum payment in lieu of an annuity. For purposes of this section,
the term "annuity" includes periodic payments for a specified period of
time. The following are examples of contracts, but are not neces-
sarily the only forms of contracts, to which this section applies:

(1) A contract under which the decedent immediately before his
death was receiving or was entitled to receive for the duration of his
life an annuity, or other stipulated payment, with payments there-
under to continue after his death to a designated beneficiary if sur-
viving the decedent.

(2) A contract under which the decedent immediately before his
death was receiving or was entitled to receive, together with another
person, an annuity, or other stipulated payment payable to the dece-
dent and such other person for their joint lives, with payments there-
under to continue to the survivor following the death of either.

(3) A contract or agreement entered into by the decedent and his
employer under which the decedent immediately before his death and
following retirement was receiving or was entitled to receive an
annuity or other stipulated payment, payable to the decedent for
the duration of his life and thereafter to a designated beneficiary, 'if
surviving the decedent, whether the payments after the decedent's
death are fixed by the contract or subject to an option or election
exercised or exercisable by the decedent.

(4) A contract or agreement entered into by the decedent and his
employer under which at decedent's death, prior to retirement or
prior to the expiration of a stated period of time, an annuity or other
payment was payable to a designated beneficiary if surviving the
decedent.

(5) A contract or agreement under which the decedent immediately
before his death was receiving or was entitled to receive an annuity
for a stated period of time, with the annuity or other payment to
continue to a designated beneficiary, upon the decedentt's death prior
to the expiration of such period, if surviving the decedent.
The amount to be included in the gross estate is the value at the

decedent's death of the annuity or other payment receivable by' the
survivor of the decedent, and it is immaterial whether the payments
to the survivor are payable in a lump sum, in installments, in the
same, or in a greater or lesser amount than the annuity or payment
to the decedent.
This section applies only to that part of the value of the annuity

or other payment receivable by the surviving beneficiary which the
decedent's contribution to the purchase pride of the.'ontract 'or agre;
ment bears to the total purchae price thereof.;. Fo exaimpll,, assume
that the valtie of the annuity to the beneficiary" at decedeint's death
is $20,000 and that the decedent contributed one-half 'oitheipurchate
price'of tihe contract'; In sUchi case, $10,000 would be' iiidludibld'm
the decedent's gi'oss estate.
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In determining the amount of the decedent's contribution to the
purchase price of the contract there shall be taken into account con-
tributions made by his employer, if made by reason of, decedent's
employment, except contributions made by the employer to. a trust
or plan meeting the requirementsbof section 501 (e), as stated in the
House bill, that is, certain qualified pension, stock bonus, profit-
sharing or retirement plans. In view of certain changes made by
your committee the requirements referred to are now contained in
section 401 and, accordingly, it has been necessary in this section to
make corresponding changes herein. However, the decedent's contri-
butions under any such trust or plan shall be taken into account.
The contributions of an employer (whether or not to an employee
trust or fund forming part of a pension, annuity, retirement, bonus or
profit-sharing plan) shall be considered to have been, made bv reason
of decedent's employment if, for example, the annuity or other pay-
ment is offered by the employer as an inducement to employment,
or a continuance thereof, or if the contributions are made' by the em-

ployer in lieu of additional compensation or other rights, if so under-
stood by. employer and employee whether or not expressly stated in
the contract of employment or otherwise.

Subsection (c) of this section as provided for in the House bill would
exempt from the application of this section, certain annuities or other
payments under certain employee trusts which meet the requirements
of section 501 (e) and under certain retirement annuity contracts
purchased by an employer which meet the requirements of that section.
Your committee has revised this subsection so that the exemption also
applies to annuities or other payments under a contract' purchased by
an employee trust and also under plans which meet the requirements
of section 401 (a) atthe time of the termination of the plans if occurring
earlier than the decedent's separation from employment. Your com-
mittee has also modified subsection (c) as it appears in the House bill
to make it clear that where the' decedent contributes to a plan pro-
vided for in section 401 (a), the amount to be included in the decedent's
gross estate shall be only that proportion of the annuity' or other
payment receivable by any beneficiary which the total payments or
contributions made by the decedent bears to the total payments or

contributions made.
Your committee has also amended subsection (c), as stated in the

House bill, so as to apply those provisions to decedents dying after
December 31, 1953.
Where the annuity is payable out of a fund or under a plan where

the employer's contributions to a particular employee's account
cannot te readily ascertained, the total contributions may, in the
absence of a more precise method of determination, be considered
to be the value of the annuity payabl eto the decedent and his s .-
vivor as of the time such annuity becomes fixed. Such value is to beo
computed in accordance,with the provisions of the regulations wkich
prescribe methods for valuing annuities. For example, assume that
the decedent had retired uer an approved pension, plan 10 year
prior to his death.. At the time of his retirement he elected to receive
an annuit payable to him dur' hislife and a lesser amount payable
to his wilow during the times'he su vived .hii. ,The aialty wA
payable out of a fund to which he.had contributed $10,000'0 diurig hi's
employment; His employer also contributed to the fund but such
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contributions were not credited to individual employees ., The .total
value of the annuities payable to the decedent and his survivor at the
time of the decedent's retirement!was $40,000 and, the' value of the
annuity payable to the, widow was $16,000 as of the date 'of the de-
cedent's death. The amount includible in the gross estate under this
section is $4,000. ($10,000).($10,000X40000
The provisions of this section shall not prevent the application of

any other provision of law relating to the estate tax, Fcr example,
if a contract provides for a refund of a portion of the cost thereof,
in the event of the decedent's premature death payable to the dece-
dent's estate the amount thereof shall be treated as any otlier'property
of the decedent. This section does not, however, apply to insurance
under policies on the life of the decedent to which section 2042 is ap-
plicable.
The provisions of this section are applicable only to annuities or

other payments payable to the decedent, or which the decedent pos-
sessed the right to receive, either alone on in conjunction with another
for his life or for any period not ascertainable without reference 'to his
death or for any period which does not in fact end before his death.
The rules applicable under section 2036 in determining whether the
annuity or other payment was payable to the decedent, br whether
he possessed the right thereto, for his life or such periods shall be ap-
plicable finder this section.
Section 2040. Joint interests
This section is identical with section 2040 of the House bill.
This section, except for clerical changes, corresponds to section 811

(e) of the 1939 Code. No substantive change has been made.
Section 204i. Powers oJ appointment
.This section is identical with section 2041 of the House bill and

corresponds to section 811 (f) of the 1939 Code.
Section 20J2. Proceeds of life insurance
This section is identical with section 2042 of the House bill.
This section is a revision. of section 811 (g) of the 1939 Code.

Under existing law, proceeds of insurance under a policy upon the
life of the decedent receivable by beneficiaries other than: the executor
are includible in the decedent's gross estate in the proportion that the
amount of premiums or other consideration paid directly or indirectly
by the decedent bears to the total' amount of the premiums paid fobr
the insurance. Under existing law, premiums paid by the decedent
on or before January 10, 1941, are excluded in applying the proportion
mentioned if the decadent at no time after that date possessed any of
the incidents of ownership in the policy. This section' revises existing
law so that payment of premiums is no longer a factor in determining
the taxability under this section of insurance proceeds. Insurance
proceeds payable to the executor will continue to be taxed as under
existing law. This section also requires the'inclusion in th6eddedent'ti
estatepof insurance proceeds 'ieceivable by, all other beneficiaries under
a policy on the decedent's life With respect to 'which the decedent at
death possessed' any of the incidents of ownershiP exeriMable'either
alone or in conjunction with any other: person,' Thisi pri'ioii'cort'!
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spends to existing law with one exception. Under existing law, in
determining whether a decedent possessed incidents of ownership in
the policy at death, a reversionary interest is not treated as an incident
of ownership. However, this section revises existing law in that
respect: to provide that the term "incident of ownership" includes a
reversionary interest (whether arising.'by the express terms of the
policy or other instrument or by operation of law) if the value of such
reversionary interest exceeded 5 percent of the value of the policy
immediately before the death of the decedent. In determining
whether such interest exceeded 5 percent, this section provides rules
essentially the same as prescribed in section 2037 for determining
whether~ in the case of certain transfers, the decedent retained a rover.
sionary interest in the transferred property.
Section 2043. Transfers for insufficient consideration
This section is identical with section 2043 of the House bill.
Subsection (a) of this section, except for clerical changes, corresponds

to section 811 (i) of the 1939 Code.
Subsection (b) of this section, except for a clerical change, corre-

sponds to the last paragraph of section 812 (b) of the 1939 Code. No
substantive change has been made.
Section 2044. Prior interests

This-section is identical with section 2044 of the House bill.
This section, except for clerical changes, corresponds to section

811 (h) of the 1939 Code. No substantive change has been made.'

PART IV-TAXABLE ESTATE

Section 2051. Definition of taxable estate
This section is identical with section 2051 of the House bill.
This section corresponds with the' introductory material 'in section

812 of the 1939 Code. The'term "taxable estate" has, the same
meaning as "net estate" under existing law.
Section 2052. Exemption.
This section is identical with section '2052 of the House bill.
Thissection, except for technical changes, corresponds with section

935 (c)fo the 1939 Code.: Existing law provides for, an exemption of
$100.000 in determining the taxable estate for purposes of computing
the '"baikc estate tax. The $1006000 exemption hae' been omitted by
reason of the elimination of the "basic" estate tax.
Section ;2053. Expenses, indebtedness and taxes
This section is identical with section 2053 of the House bill.
This section is a revision of section 812 (b) of the 1939 Code. Sub-

section (a) of this section provides for a deduction from the gross
estate of the amounts of the following items:

(1) Funeral expenses,,,
(2 Administration e~Xpens ,,

(3) Claims against the esta'te,,and
(4) Unpaid mortgage upon :or a inmdebted ess m reect t

property ;whore h value of the de went's' interest thlerei,
undiminishod by such mortgage or indebtedness, is included in
the decedent's gross estate.
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These items are allowable as deductions under existing law under
section 812 (b) of the 1939 Code and all of the rules applicable to such
items under the existing provision of law are adopted in this section
with the following exception. Existing law provides that the total
allowance in respect of such items cannot exceed the value of prop-
erty included in the decedent's gross estate subject to claims. This
section removes that limitation in the case of such items where'.the
amounts thereof are paid (whether or not the total of all such items
is in excess of property subject to claims) prior to the time, prescribed
for the filing of the estate tax return. For example, if the decedent's
estate includes only property held by the decedent and his surviving
spouse as tenants by the entirety,' such items as funeral expenses,
debts and other valid claims if allowable under local law and paid by
the spouse prior to the time for filing the.estate tax return, will be
allowed by this section.

In addition, subsection (b) allows as a deduction from the gross
estate amounts representing expenses incurred in administering ptop-
erty not subject to claims included in the gross estate. All of the
rules applicable to the expenses enumerated in subsection (a) of this
section are equally applicable to the expenses described in subse-tion
(b) except that a deduction for expenses incurred in administering
property not subject to claims will be allowed if paid prior to the ex-
piration of the period of limitations for assessment provided in section
6501. Such expenses include such items as principal commissions
paid in respect of trust property included.in the gross estate, and attor-
neys' fees incurred to contest the inclusion of the trust property in the
decedent's gross estate.
Section 20564. Losses

tThis section is identical with section 2054 of the House bill.
This section, with the exception of certain conforming clerical

changes, corresponds with the provisions found in the last sentence
of the first'paragraph of section 812 (b) of the 1939 Code.
Section 2055. Transfers for public, charitable, and religious uses,

This section corresponds to section 2055 of the House bill, wit one
exception. Your committee has amended this section so as to allow
an additional deduction for transfers to or. for the use of any veterans'
organization incorporated by act of Congress, or of itsdrtp'ri nts
or local chapters or posts, no part of the net earnis of whichmiirj
to the benefit of any private shareholder or individual. ExceB t f6r
this change, this section corresponds substantially to section 1i2 (d)
of the 1939 Code.
Section 0656. Bequest, etc., to surtinmn spols. "zp

This section corresponds to section 205i of the House' bill, wth. the
exception of the amendments discussed be6w;. ,

'

This section, with the exception of the revisio's mdicat&d'heeie ,
corresponds to section 812 (e) of the 1939:C6de'. A1of te rules
proscribed in existing law with espe.t;6 trmmiablel :rteets areAdopted by, this sectoin cept. thatti. secondp'sc, des
exceptions fom the Brinmale intrstetre ilir, t^ :'^,of the

(1) An interest in property passing!ftolme'h :d i' his
surviving spouse (whether or not in t'ust)' if' suas Bi/el is
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entitled for life to all of the income from a Specific portion of the
interest, payable annually 'ori at more frdjuent intervals, with
power in:.the' survivmg spouse tO6 appoint such specific portion
(exercisable in' favor of such surviving spouse; or of the estate
of such surviving spouse, or in favor of either,' whether'.or, not
in such case' the power is oexerisable in favor of 0thers)i, and with
no power in any other person to appoint any part of such specific
portion, to,any person' other than the surviving spouse.!; Except
under the conditions described in subsection (b) '(3);" as modified
by your committee ;this provision is applicable -only if such
power in the surviving spouse to appoint such specific portion,
whether exercisable by will or 'during lifee. is exercishble',by such
spouse alone' and in all events'(sec.;2066 (b)(5)).;.and'

(2): An interest passing. from the :decedent consisting! of the
proceeds under a life insurance, endowment, or annuity, contract~
if under. the terms of the contract such proceeds;are payable in
installments or are held by the insurer subject to an agreement
to pay interest thbredon (whether the proceeds,' ipo' the termina-
tion of any interest paymentt.;'ire payable in a lump sum or in
annual or more frequent installments);. and such installment.,or
interest payments are,,payable annually obr at mbie frequent
int eitfls, i otomhcin''nt late" thari1p'6nths dfter"the;:dce-anit'sr'deathihid' a specfin portion of all' such among ;!pable
during the life of the surviving spouse are payable oly to such
spouse, and such spouse has the power'to appointiuch specific
portlon,- payable' under u.ch Contfract:(exercis.4le in favor of such
Surviving spouse or.of the ietate .f such' surviving posee i,0 ' in
fa'or of,ethber, whether or not in each case the pQr is exercisable
in favor of others),; ,with.no power ia any othor, person; to appoint
s.uchspecific portionn to; any person _other, Ath.n the surviving
spouse.;, JExcept under the. :conditions described' in :subsection
(b), (3), ,as modeled by your, conlttoe, this provion is ;appli,
cable otly.if, under, the .terms ofitlie contact, sich power, ithe
suryvivgit:gspous,,oapp.oit ?,uich'spociC ,porti°oh, ther
;eercibjle 3byf;will ori during ife ;js ercsabby.sc spouse
alone, nd.,i;,alevents (e,, 056 (b ):O ;,,i i ,.

For, ex.aple, i tithe deceoent '.W his willprWvided for ,thecrietion, f
a trust,pnder;the terms otpf;whvtOhe~ncoe from .llp;. oneihalf pof t'4e
trust property is payable to this surviving spouse ,Wth!t.inntroled
power in the spouse to appoint all or such one-half ofthh trt property
by will, suqh interest w'qualifyf ':anexcpio fo'fm the tem "bl
interest .rutle.6 Tle, rmiiinbterest/rtfle, will'-aii iiot apply tor
examnpleinthese f tqiiiv'ieht interestsieths'iboceedr~f/hsrin'ce
pwasing"t;6 th 'str'iAz souS.'. subsetionI!'(b) (7;of the6-,&use
bill i~gFificbyaly excetd 'ii6m the. tiitm ablvinterstie e crcrin
payments for thilf'ip ru'of lthe iur:'iving,'p6oiue.'::You/ 'omAittee
has deleted tHis provision,', ,, .\.: ^\ .. ..,t,..
Theex9eeonst,,hat;rmin bIintaedestrrl'ec-,o

tlo.'.O.Ob),(O)",n_,Q,,'oow.eyI, fu,!or~o:. .,owa~eioe
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such separate property shall, for the purpose of computing the maxi-
mum amount allowable as a marital deduction, be considered as "held
as such community property." This section adopts a similar rule in the
case of conversions of such community property taking place any time
after December 31, 1941.
Subsection (b) (3) as contained in the House bill provides an

exception from the general rules in subsection (b) (1) relating to
terminable interests where the surviving spouse's death within 6
months after the decedent's death, or her death with the decedent in a
common disaster, will cause a termination of the interest passing to the
surviving spouse if, in fact, termination does not so occur. Under the
House bill this exception to the terminable interest rule applies only
to the provisions found in paragraph (1) of subsection (b). Your com-
mittee has revised paragraph (3) to provide that the provisions of that
paragraph apply equally to all of the terminable interest rules in the
entire subsection (b).
SUBCHAPTER B-ESTATES OF NONRESIDENTS NOT

CITIZENS
Section £10I. Tax imposed
This section is identical with section 2101 of the House bill.
This section, except for clerical changes, corresponds to section 860

of the 1939 Code.
Section 2102. Credits against tax
This section is identical with Election 2102 of the House bill.
This section is a restatement in direct form of similar provisions

stated indirectly in existing law in sections 813 (a) (2) and 813 (b) of
the 1939 Code. This section extends to estates of nonresidents not
citizens of the United States the benefits of the credits provided for in
sections 2011,2012, and 2013 (credits for State death taxes, gift tax,
and tax on prior transfers). With one exception, this provision makes
no change in existing law. Existing law provides a credit for State
death taxes, in the case of estates of nonresident not citizens of the
United States, with respect to all property (regardless of amount)
included in the gross estate and subjected to State death taxes.' No
credit for such taxes is provided by this chapter in the case of the
estates of such decedents where the value of the taxable estate does
not exceed $40,000.
Section 210S. Definition of gross estate
This section is identical with section 2103 of the House bill.
This section, for which there is no corresponding single provision of

existing law, defines the term "gross estate" in the case of the estates
of nonresidents not citizens of the United States. This section is
merely a statement in a more direct form of existing law.
Section tO04. Property within the United States
This section is identical with section 2104 of the House bill.
This section is a restatement of section 862 of the 1939 Code.

Under existing law, in the case of states of nonresidents not citizens
of the United States, shares of stock ',of a foreign corporation. are
considered to be property within the United States if'the 'ertificaifes
therefore are physically located in the United State at the decedeut's
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death. This section provides that shares of stock owned and held
by estat 'of nonresidents not citizens of the Upited States are
deemed'to' be property within the United States only where' the
shares of stock are issued by a domestic corporation. Thus, shares
of stock of a, Canadian corporation are not deemed"to be property
within the United States even though the certificates therefor may be
physically located in the United States at the decederit's death. This
section makes' no other'change in respect of existing law.
Section 2/06. Property without the United Sates

This section is identical with section 2105 of the House bill.
This section, except for the deletion of obsolete matter, corresponds

to section 863 of the 1939 Code.
Section 2106. Taxable estate

This section is identical with section 2106 of the House bill.
This section, with one substantial change, corresponds generally

to section 861 of the 1939 Code. Existing law provides, in the case
of estate of nonresidents not citizens of the United States, for a
deduction for certain property previously taxed. This deduction has
been replaced in section 20i3 with a credit for estate tax paid byjthe
estate of 'certain decedents in respect of certain property transferred
to the decedent. The benefits of section 2013 areextended to estates
of nonresidents not citizens of the United States by, the provisions
of section 2102. Minor clerical changes have lso been made in existing
law and obsolete provisions of existing law have b{en omitted.

SUBCHAPTER 0-MISCELLANEOUS
Section 2201. Members of the Armed Forces dying during an induction

period.
This 'section is identical with section 2201 of the House bill and

corresponds to section 939 of the 1939 Code.
Section' 202. Missionaries in for sE rce

This section is identical with section 2202 of the House bilI and
corresponds to section 850 of the 1939 Code.
Section 2203. Definition of executor'

This section' is identical with' section 2203 of the House bill and
corresponds to section 930 (a) of the 1939 Code.
Section 2204. Discharge Of executor from per ona liability

This section is identical with section 2204 of ,theHouse bill.,
This section corresponds to section 825 (a) of the 1939 Code.

Section 205. : Reimbursement out'of estate : .

This section is identical with section 2205: of thie Hoisie ill. ;

This section corresponds tk section 826'(b) bf thei939 Code.
Section£,iZ06.LfXi4i-QW>'efn*?r*ebe ,, : ,

,This section is identical'with section 2206.of the Hou bbill A /
This section corkepoinds to section 8264 (c) ofthe, 1939..Cooe;S 0t71 1'7e44kilhj'aic ' l omrohthddi
This section isidentical with sectiOn 2207 of thb House bill.
This section corresponds to section 820 (d) of the 1939 Code;
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CHAPTER 12-GiFT TAX
SUBCHAPTER A-DETERMINATION OF TAX LIABILITY

Section 2501. Imposition of tax
This section is similar to section 2501 of the House bill.
This section imposes the gift tax for the calendar year 1955 and sub-

sequent calendar years, replacing section 1000 (a) of the 1939 Code,
Under existing law the tax is imposed on the transfer of property by
gift by any individual, resident or nonresident; but in the case of a
nonresident not a citizen of the United States, its application is limited
to property situated within the United States by section 1000 (b).
This section differs from existing law in that it will exempt from the
tax a transfer of intangible property (such as stocks and bonds) made
by a nonresident who is not a citizen of the United States and who
was not engaged in business in the United States during the calendar
year in which the transfer was made.
Your committee has made a clarifying amendment of the provisions

in the House bill to more clearly indicate that the gift tax does not
apply to transfers by nonresidents not citizens of the United States of
property situated outside the United States at the time of the gift.
Section 2602. Rate of tax

This section corresponds to section 2502 of the House bill.
This section is derived from sections 1001 (a), 1030 (aj, 1001 (b),

and 1008 (a) of the 1939 Code. No change in substance has been made.
Section 2503. Taxable gifts

Subsection (a) of this section is identical with subsection (a) of
section 2503 of the House bill.

Subsection (b) of this section corresponds to section 1003 (b) (3) of
the 1939 Code in the House bill, but your committee has made a
substantive amendment. Certain court decisions have indicated that,
although a gift may be made in trust of the present right to receive
income, if powers are given to the trustee in his uncontrolled discre-
tion to pay over the trust principal to the income .beneficiary, the
income interest is not susceptible of determination and, therefore, is
to be treated as a gift of a future interest. Your committee believes
that such determinations, in certain instances, may reach undesirable
results. Accordingly, subsection (b) has been modified by your
committee to provide that, where there has been a transfer to any
person of a present interest in property the possibility that such
present interest may be diminished by the exercise of a power shall be
disregarded in determining whether the gift of such an interest is a
future interest, provided that no part of such interest will at any
time pass to any other person.
Thus, assume that under the terms of a trust the income is payable

to A for life, with the remainder payable to B upon A's death, and
that the trustee has uncontrolled power to pay over the trust principal
to A in whole or in part at any time. 'Although in such case A's
present right to receive income may be terminated, no other personhas. the right to such income interest. Accordingly, under this sub-
section as modified, the present right in A will not be treated as a gift
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of a future interest. This rule will not apply, however, if the trustee
couldpay over any part of the corpus during 's life to persons other
than A. ,i

, .";i'Subsection (c), a new provision adopted in the House 5ill, decribes
a certain type of gift to a minop which will not be treated as a gift
of a future interest, Your committee has amended tho provisions
of the Houie' bill to provide that it is not necessary that the property
or incohietherefrom be actually expended byor for the benefit of 'a
minor during minority so long s all'such amounts not so expended will
pass tb the 'donee upon attaining; majority and, in the event of his
prior death, will be payable'to his estate or as he may appoint under a
general power of appointment. This subsection has also been modified
to indicate that the general' power of appointment need not be limited
to one exercisable by will.

Section 260.i. Table gifts for.prior years
This;sectioi is identical with section 2504 of the House bill;
This section has- no counTerpart inexistingnlaw. However,; sub-

sectionr (a) and (b) of tlhisi section do not: make any substantive
change in 'existing law but 'are necessary for the puirpopsof requirifig
that thheamu6int, of t^Xablo gifts in precding years:for the purpose
of cbmputing;.the tax'ina current. year'beicomputed on the basis of
the law in effect at th6'time' the'earlier ifts wore'mad&.,i
Under present law, the amountt 'of 'gifts made in apri'br year may

be adjifsted 'for the purpose of computing' the' tax, for;a 'current vear,
even thoughh t4te stantutory period within, which,an additiona tax
might :eise:ed'for the prorye'ar has expired. ;Subsection; (c) of.
this sectionWill preveit the:value of gift from being adjusted'Under
such !circuistances in'eaaes where a'taxi'was paid for the prior year
in question. This,, subsection, 'however, will n'hot prevent stch :an
adjusttnenrit'ifjno.tak was pai :;for the prior year and; in anyi case,
will not prevbfnt 'adjustment where issues other than valuation of
property are inolvodi - .: . ,*,i

Subsect.ibn (d) of this section is' necessary due' to ithe substitution
of the wortd tacxablel" in this bill for the word "net" if existing law.

SUBCHAPTER TRANSFERS .;, 1,.

Section 2511. Transfers in general.,
This section is identical wirth section 2511 of' the House.bill.. ::
Subsection (a) of this sectibn, except for clerical changes, corresponds,

withse-ti6n 1000 (b) of the 1939Oode , ..,
Under present law, in the case of a nonresident not a citizen oftho,

United Stgted; stock, of hcPopotatiMni is treated as havinguasitusUi the
United State dither if'. the i'por'atiou is incorporated im the,Unito4
States; or if th stockectifiate 'is physically,';lcatd;here.; Urider
suibsectio '(b)o'ft'his'eefioipsuh'ds'tock will'havo a' sits iui th 'United,
States only if the corporation: ioincororated hereJ; .: .. t,:-
S· "'wn,,It'lto ...f" "

,Thiisee5onf:61a!ths.ojheo.
Tins section is iien ft^l o:ciot'e 939C1 de:

and. does not contain\'y, Sbs',hnEtivechanges,,
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Section 2513. Gift by husband or wufe to third party
This section except for a minor technical change in the title of the

section, is identical with section 2513 of the House bill and corresponds
to section 1000 (f) of the 1939 Code.
Section 2514. Powers of appointment
This section is identical with section 2514 of the House bill.
This section is derived from section 1000 (c) of the 1939 Code and

contains no change in substance. However, the provisions of section
452 (b) (2) of the Revenue Act of 1942 and section (2) of Public Law
635 (80th Cong.), both of which are permanent provisions of law
although not enacted as amendments to the code, have been included.
Section 2515. Tenancies by the entirety

This section corresponds to section 2515 of the House bill.
Under present law a husband who purchases property and takes

title in the name of himself and his wife as tenants by the entirety is
held to have made a gift of the value of the property less the present
worth of his retained rights therein, which are the right to receive
either one-half or all (depending upon State law) of the income there-
from during the joint lives of the spouses, and the right to receive the
property on the death of his wife, provided he survives her. On the
termination of the tenancy (other than by death).the younger of the
spouse will be held to have made a gift to the older.
The House bill provides that, in the case of the creation of a tenancy

by the entirety in real property, the donor may elect to have the trans-
action treated as it is under present law, but that, unless he does so,
it will be treated as not resulting in a gift. Where the creation of a

tenancy by the entirety is not treated as a gift, the termination of the
tenancy (other than by the death of a spouse) is deemed to have
resulted in a gift by a spouse to the extent that the proportion of the
total consideration furnished by such spouse multiplied by the pro-
ceeds of such termination exceeds the value of such proceeds of termi-.
nation received by such spouse. The election referred to above is
required by subsection (c) to be made on a gift tax return, filed by the
donor within the time prescribed by law, for the calendar year in
which the tenancy was created. The return is required regardless of
whether the value of the gift exceeds the exclusion provided in sec-
tion 2503.
This section will apply to any tenancy in real property having all

the characteristics of a common law tenancy by the entirety, regard-
less of the term by which such tenancy is described under local property
law.
Under the rule in this section2 if the husband furnished $30,000 and

the wife $10,000 as consideration for the purchase of real property
held as tenants by the entirety and, when the property,'was sold for
$60,000, the husband received $35,000 and the wife $25,000, the gift
at time of sale would be computed as follows:

Value of husband's interest equals $60,000X00o $45,000.
Value of gift equals value of interest minus value of proceeds

received.
Gift equals $45,000 minus $35,000 equals $10,000.
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The attention of your, committee has been dire.ted to the factthat
the laws of some: States prevent the creation of teancieS by theen-
tirety, .They 'do, however, allow .the creation by'usbaind nd, wife
of a joint tenancy with the right of survivorship. While there.re
some 'differencies in law between these;two type'of tenancei your
committee believes that thle proviSionsqo this section should apply to
joint tenancies with right of survivorship created by husband a'id
wifo. Accordingly, the; house bill has been ded by theaddition
of a new subsection (d) providing that for purposes of this section a

tenancy by the entirety shall be deemed to include a joint tenancy with
right of .survivorship created by husband and wife.
Section £516. Certain property settlements .

This section corresponds to section 2516 of the HIouse bill.
Under present law there is stibstantial uncertainty as' to whether

a gifttimay result from transfers to the wife under a property settle-
ment incident to a divorce. The House bill provides that where trans-
fers are made pursuant to a separation agreement and divorce occurs
within a reasonable time thereafter, such transfers as are made to a

spouseein settlement of his or her' marital or property rights or to
provide a reasonable allowance for the support of issueof the marriage
during minority will be deemed to be transfers made for a' full and
adequate consideration in money or money's Worth.
Your committee believes that the term "reasonable tiime'"appearing

in the House bill is too indefinite and will create uncertainty as to the
application of the section..Accordingly, this section has been revised
to indicate that transfers of property by husband and wife ptiursuantto
a written agreement relative to their' marital and'property rights or to
provide a reasonable allowance for the support of the issue of the
spouses during minority will be exempt from gift tax provided' that
divorce occurs within 2 years after entering into the agreement.

SUBCHAPTER C-DEDUCTIONS
Section251. Specific exemption'
This section is identical with section 2521. of the House bill.'
This section is similar to section 1004 (a) (1) of the 1939 Code. No

substantive changes have been made.
Section £52. Charitable and similar gifts
This section is identical with section' 2522 of the House .bill and is

derived from section 1004 (a) (2) and (b) of the 1939 Code and differs
only in minor clericall changes and the omission of certain obsolete
material. :" "

This 4tions identical wi section, Sf53 of the. use bl. ;
This setionis similar to tion 100.4j(a 3)6of te 1 39.Code, The

only suaS.ti'.'schl ges wih hav n ma&d are nsub,ctseqns ()
n f :,(3).,.,lvl.t., --.,,~,i; ',,;,..;.",, ,.

f:

_.·....
of th¢i 1939 Code, wich provides an exceptioq ct,; uaui(a)
terest rule m the case of a transfer to a trust were te,donefsp.?W
is entitled to all of ihe income frOm th Itransferred propel foe life
and has a power o appointment over the entire property. This tub-
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section will somewhat enlarge the exception by eliminating the re-
quirement that the transfer be in trust and by making it possible for
a part of the transferred property to quality for the marital deduction.
For example, under the new provisions a transfer to the spouse of a
legal life estate with an unlimited power to invade would qualify for
the marital deduction if all of the other provisions of the section are
satisfied.
-u8)section (f) (3) corresponds to section 1004 (a) (3) (F) (iii) of the

1939 Code which provides that if during the calendar year 1942 or after
April 2, 1948, certain property held as community property was by
the donor and the donee spOUse converted into separate property of
the donor and such spouse, such separate property shall, for certain
purposes, be considered as holdd as such community property."
Slubsection (f) (3) provides that all such conversions taking place dur-
ing the calendar year 1942 or in succeeding calendar years shall be so
treated(d.
Section 2521J. Extent of deductions
This section is identical with section 2524 of the House bill.
This section is similar to section 1004 (c) of the 1939 Code. No

substantive change has been made.

SUBTITLE C-EMPLOYMENT TAXES
This subtitle, with conforming changes made necessary by your

committee's amendments to subtitle A of -the bill, is the same as
subtitle 0 of the bill as passed by the House-and contains sections
3101 to 3504, inclusive.
This subtitle consists of a rearrangement and simplification of the

taxing provisions (including provisions relating to definitions, exemp-
tions, and certain general provisions) of chapter 9 of subtitle B of
the 1939 Code. No substantive changes wore made by the House bill
in the provisions which appear in this subtitle. With the exception
of those general provisions which appear in subtitle C of the bill, the
provisions relating to procedure and administration '(including penal-
ties) which were contained in chapter 9 of subtitle B of the 1939
Code now appear in subtitle F in both the House bill and your com-
miittee's bill.

SUBTITLE D-MISCELLANEOUS EXCISE TAXES
Subtitle D, sections 4001 to 4907, inclusive, as passed by the House,

consists of a rearrangement and simplification of the taxing provisions
(including provisions relating to definitions, exemptions, and certain
general provisions) of subtitles B and C of the 1939 Code (except
chs. 7, 9, 15, 26, and 28;subch. B of ch. 25;and pts. VII and VIII of
subch. A of ch. 27). The- House bill made no substantive changes
in' the provisions of the 1939 Code which appear in subtitleDp, The
provisions relating to procedure and administration (including penal-
ties and forfeitures) which were contained in subtitles B and (with
the exceptions noted above) of the 1939 Code appear in subtitle F of
the House bill.

482



INTERNAL REVENUE' CODE. OF 1954

·Your coiinmittees bill amends? this subtitle to conform it o 'the
changes made by the Excise Tax Reduiction Act of 1954 (Public Law
324, 83d Congress) in those provisions of the 1939 Code which are
incorporated in this subtitle. o

SUBTITLE E-ALCOHOL, TOBACCO AND
OTHER EXCISE TAXES

CERTAIN

CHAPTER -51-DISTILLED SPIRITS, WINES AND BEER'
GENERAL COMMENT

This chapter corresponds' to chapter 51 of the House bill and repre-
sents a basic rearrangepenfthof .th, provisions of existing law.

(1) The provisions of 'chapter 26 of the.199 Code' hich
impose taxes on distilled spirits, wine, 'and ,beer, including
related administrative provisions' have been incorporated in part
I of subchapter, ;' ., ','.

(2) 1'be provisions of chapter 27 of th'1939 Code, "Occupa-
tional Taxes," insofar as .they .relate 9, liqor have been, rear-
ranged and incorporated asparc II of sitbcu peter A.. ,

(3), The provisions in;chapter,2 oft.ei 1939 Code, relatng to
the establishment and' operation 6f disilleries, in'te'nal revenue
bonded; warehouses: rectifying plants, industrlalcohol plants,
bonded ;winnerss, 'and reweries , baye, ,beenp .Horporp.d· into
separate siibchapti B' through ,O, aind isb4haper Hias been
included for miscellaneous plants and warehouss."
(4).$:ubchapt.I contains the,isc-llaneopu general provisionsapplicable to ehe .arousitypes, of estAblishinentD. ,.,"; ;,(8), The pial(~y' provisao6: cornained, mn chaters 6 aid 27

of the Internal Revenu edof 1939 relating to iuor been
separate fro6p the substantive requirement an" incorporated in
su-;b ch$' 8i% ,'r';,.

.; ";"-' / ,- .,-,.;; '.jis ', " i ;''i. ; ; ', ;.'..' ,. ?;'.."..Ti.e pro',vls}Qns^ chapter.rertfming0winme. nd e constitute
a substantial reyison ad modernizatin f the principal sections of
tle t j 1a u9 ,usifg:,t/.t i~ t^ '..*i ^ ;t;» /<> .i. , ,.,,-.,,..93..,~ ,.T'he :-i;',Q*sio6nof this chap",t" rtpfir i':,,;tstllpir ts.t.
tute 4fam&Ta neniipifp(:tl ',.prQysioi' tf iexi g w0 such
molaern! ng.rSlO 6S t has1IS en poss omaK9 a~ ts time.
The 'ollowmg sections relating to distilled spirits which appear in

the 19~9 Cde have been omi:te4 in, their entirety: ,j ;.,i, . ;

(1) S'ectiOn 2824, Exemption of small distilleries from certain
requirements: No distilleries cdriently operate under this section
and it is impracticable due to the cost of supervising such
.operations.,.'','. de"n:':,

(2) Sectioi,2,35, y;:Veg' 'tries opterat¢ed prior to March 1,
1879: No plants now operate under this section and it is therefore
completelyro te..si\t1'' *' .^( ' \ ,

(3) Secti'n 2837. Ez'enptions .:of alcohol from restrictiodi' of
saction 2836i Theiexemptiqei referred to is unnecessary sinse such
,exemnptkhisiov.r'ed,:by.iction 85306'..!ti::;: i:--'"n , }:i:-.
(:4) Shetion 254O. Femetit ti,'tubrii 'his; sectionn

a
,he

waived by reglatin tu ant ecto 2817'(b)of exirtig
law and is considered obsolete and unnecessary.
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(5) Section 2845. Special return of number of barrels distilled:
This section is obsolete and unnecessary. All required informa-
tion relating to the production of spirits by distillers can be
obtained under section 5197.

(6) Section 2849. First fermenting period: This section has
been waived by regulations under authority of section 2817 (b)
of existing law and is considered obsolete. Section 5191 suffi-
ciently provides for the commencement of operations by distillers.

(7) Section 2851. Reduction of producing capacity: This sec-
tion has been waived by regulations under authority of section
2817 (b) of existing law and is obsolete. Section 5191 covers
supervision and resumption of operations.

(8) Section 2860. Limitation on purchases by rectifiers and
dealers: This section has unduly interfered with the return or
exchange of merchandise by retailers and is not deemed to serve
a necessary purpose.

(9) Section 2875. Exemption from provisions of law distin-
guishing between classes of warehouses: This section is substan-
tially obsolete since there is now only one type of warehouse for
the storage of untaxpaid spirits produced at registered distilleries.
Certain provisions of this section which are still current have been
retained in sections 5231 and 5246 (i. e., authority for transfers in
bond between warehouse, and specification of one type of ware-
house) .

(10) Section 3180. Distilleries erected prior to July 20 1868:
Since no such distilleries are now operating, this section is obsolete
and has been omitted.

(11) Sections 2889, 2890, and 2891 (b) relating to allowances
for losses during transportation for export or to manufacturing
bonded warehouses were omitted as having been impliedly
repealed by the 1942 amendment to section 290i of existing law.
Such losses are covered under section 5011 (a).

(12) Section 3170. Transfer and delegation of powers: This
section was omitted as unnecessary in view of the provisions of
section 7804, Chapter 80, which makes the provisions of Reorgan-
ization Plan numbered 26 of 1950 and Reorganization Plan num-
bered 1 of 1952 applicable to all functions vested by this Title
in any officer, employee, or agency of the Department, and section
7805, which authorizes the Secretary or his delegate to prescribe
all the rules and regulations for the enforcement of this Title.

SUBCHAPTER A-GALLONAGE AND OCCUPATIONAL
TAXES

PART I-GALLONAGE TAXES
SUBPART A. DISTILLED SPIRITS

Section 500I. Imposition, rate, and attachment of tax
This section corresponds to section 6001 of the House bill. The

date April 1, 1954, appearing in subparagraphs (1) and (3) of sub-
seWtion (a) has been stricken out and the date April 1, 1955, has been
inserted in each place in lieu thereof to conform to section 601 (a) (1)
of the Excise Tax Reduction Act of 1954 (Public Law 324, 83d Oong.,
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2d sess., approved March 31, 1954). This section represent existing
law with the exception of paragraph (9) of subsectio (a), which
imposes the tax on imported cordials and liqeurs which has been
collected through interpretation of sections 2800 and 3030 of existing
law. It was deemed advisable in view of the rearrangement of sections
2800 and 3030 to add this specific provision for th6 purpose of clarifica-
tion of existing law regarding the imposition of this tax.
Section B5002. Definitions

Subsection (a) of section 5002 of:the House bill made two changes
in existing law. The first change Was the insertion of the words "from
any source or substance" after theclause "Every person who produces
distilled spirits." The second change was the deletion of the word
"fermented" from the clause "separates alcoholic spirit from any
fermented substance." Subsection (a) as adopted by your committee
retains the first change made in existing law by the House, but has
restored the word "fermented" in the clause from which it was deleted
in the House bill. The addition of the words "from any source or
substance" to existing law makes it clear that every person who
produces distilled spirits is a distiller regardless of/ the source or sub-
stance from which the spirits ore. produced. Therefore, it is not
necessary to omit the word "'fermented".to make it ciear (hat producers
of alcohol from petroleum and other products. re distillers. "It is
essen'tial'that the word ',fermented" be reinstated in this section to
preserve the established distinction between distillers and rectifiers.

; Subsections (I) and. (c) of sectionii502 are identical with subsections
(6) :and (c) of th'e House 4ill and rep"eseqt existing'lew. . o. t
S{bs ecto.n (d) of section. 002 if identical with subsectiO'() of the

House bill which represents a clarification of the definition '.of "proof
gallon" as contained in section28n9(d) of existing law. ,The headnote
has been changed from "gallo" to "proof gallon";:thphre "In all
sales of spirit" has been deleted; and the word "proof'" has been
inserted before the word "gallon" where it first appears in, the clause
"a gallon shall beheldtobe a gallon of proof spirIts." None of the
provisions of law involving taxes o distilled spirts becomes operative
by reason of the sales ofsuchf pirats in proof-gallon quantities. This
definition has been rewritten as an accurate description of a proof
gallon.
Section 5003. Exemptions .
''This section is identical with:section 5003 of the House bill and

contains cross references to provisions of lawo which exempt distilled
spirits from the imposition of the tax imposed by section 6001,
':;!i !;;' *;- i

'
,. ',",, iSect'on104Len for, .' . ;." ,

.This section is identical with section 5004 of the House. bill and
represents existing law. ; , ,

&ctSm60. P :,-.,,tia: :.r...','
: ' t !e

This section is identical with section 6b06-of t lis ebillW and
represents existing,w . "'''

Your committee has rearranged section 006 (a) ,of theirHOu bill
into two paragraphsforthe purpose of clarity.
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This amendment rearranges section 5006 (a) of the House bill, but
does not substantially alter its provisions. The rearrangement of sub-
section (a) is considered desirable to make it clear that the first and last
sentences of subsection (a) are of general application to both imported
and domestic distilled spirits.
The parenthetical statement added to paragraph (2) of subsection

(a) incorporates the exception provided by existing law for distilled
spirits which were 8 years of age or older on July 26, 1936 and which
wore in bonded warehouses on that date. Since there is currently in
internal-revenue bonded warehouses a quantity of such spirits, the
exception contained in existing law (sec. 2900 (b) of the Internal
Revenue Code of 1939) for such spirits has been reinstated.

Subsections (b), (c), and (d) of sec. 5006 are identical with sub-
sections (b), (c), and (d) of the House bill and represent existing law.
Section 5007. Collection of tax on distilled spirits
This section is identical with section 5007 of the House bill.
Subsection (a), "'Tax on domestic distilled spirits," refers to section

5061 for the procedural requirements relative to the payment of tax
on domestic distilled spirits.

Subsection (b), "Tax on imported distilled spirits and perfumes
containing distilled spirits":

The first and second sentences of paragraph (1), "Distilled
spirits" are derived from the first and second sentences of section
2800 (f) of existing law, and the last sentence is a restatement of
the last sentence of section 2800 (f) of existing law. The first
sentence of section 2800 (f) of existing law has been simplified to
correspond with a similar provision of section 2800 (a) (3) of
existing law, relating to imported perfumes.

Paragraph (2), "Perfumes contaviirln spirits" is existing law.
See the second sentence of section 2600 (a) (3).

Subsection (c) "Payment of tax on alcoholic compounds from
Puerto Rico and Virgin Islands" represents a simplification of
the procedural provisions relative to collection of tax'in the first
sentence and the last sentence of section 2800 (a) (4) of existing
law. The requirement for collection at the port of entry was
deleted and provision was made for the collection under such
regulations as the Secretary or his delegate may prescribe. This
will permit regulations to provide for the payment of tax either
in Puerto Rico or at the port of entry into the United States.
See section 3360 (b) of existing law.

Subsection (d), "Tax on alcohol," corresponds to section 3112 (b)
of existing law. This subsection makes applicable to domestically
produced alcohol, and alcohol imported for industrial purposes under
section 311i (derived from sec. 3125); the method of tax payment
prescribed for distilled spirits generally.

Subsection (e), "Assessment for deficiencies in production and
excess of materials used":

Paragph (1), "Requirement," is existing law. See section
2846 (a)

Paragraph (2), "Relief from assessment," is existing law. See
section 2847 (a).

Subsection (f) contains cross references to other provisions of law
relating to assessment and payment of tax on distilled spirits.
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Section 5008. Strip stamp for distilled 8pi'rit
This section corresponds to section 5008 of the House bill, with the

following exceptions:
1. Your committee has amended the House bill by eliminating

the charge of 1 cent per stamp (one-quarter cent in the case of
stamps for containers of lss than one-half pint) made by existing
law for strip stamps for containers of distilled spirits. This means
that such stamps will be furnished to bottlers and importers of dis-
tilled spirits without charge. The action taken by your commit-
tee in this regard is consistent with similar action in eliminating
the charge for stamps for beer barrels or kegs and for packages o
tobacco. These stamps are not tax stamps, but are for the pur-
pose of authenticating the package and protecting the revenue by
supplying a simple and immediate means of ascertaining whether
the distilled spirits have ben legally produced and bottled or
legally imported in compliance with the provisions of the internal
revenue laws. Since the provisions of section 6008 of the House
bill, which related to redemption of strip stamps, will no longer
be applicable in view of the elimination ;of the charge for these
stamps, such redemption provisions have been deleted.

2. In addition, your committee deleted from paragraphs (a) (1)
and (b) (1) the requirement that stamps be affixed to containers
in such .manner as to be' destroyedupon opening the bottle and
substituted the requirement that the 'stamps be affixed in such
manner that they would be broken when the bottle is -opened.
The reason for this change 'is, that stamps are required to be
destroyed when the containers; are emptied. '! '

3. Your committee also made a clarifying change in section
6008 (b) (1) (O) exempting from the provisions of this subsection
distilled spirits required to le stamped under iiterial revenue or
customs laws 'aid' regulations. This change is for the purpose of
clarifying' the exemptions under existing law provided for casks
or other bulk packages bf imported distilled spirits stamped under
20 Statute. 342 (19 vi S.'C. 461) and to clarify the exemption of
alcohol bottled in alcohol. bonded wareh.uss and stamped pur-
suant to interal revenue laws'and regulatipns.

The basic rjieq tziieht rqlaii'satip ttaip' for .disti spirits
contained inthneHoue bi tiire ?e'tin'.. Sibsectin(b);'r,'e. t
strip stamps for distilled dpiritslbqtled in bond d i ,didei ed from
section 2903 'feiig 1aw.' The'specirequi t itng law
t4hPthe qunatiy b distilled spiii

contained mtiet botUtc w;elim i te<isIipIdI^ that tihe
Seetaiy orhi- delegato^emaySti^r &be-ortimi tion; be 'shqoi
such stb 'o.wTh 'blimmati1o ef,anitleisn' 'iCdore
flebl use ofstai

the aiithorizatin'forpyiet byz^ti, uch stit* a i h
necessarily evidence taxipayment. The t̂nij; will,-h >evi-
dence that the ta has bei determmiiied.1;(X1itta apptilb Hahn
aion! of 1w elAtAintitlio boig 'pfrita(bt b Itupe sind)
hate been mplied with. P^ rap (b) (1) utes ree addition
change i existing law. The first change is the deletion of theproe
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vision that the stamps denote the quantity of distilled spirits. This
change is consistent with the similar change made with regard to
bottled-in-bond strip stamps. The second change is the insertion
of the requirement that the stamp be affixed in such manner as to be
broken when the container is opened. This change makes the pro-
visions of sub)section (b) consistent with the provisions of subsection
(a), relating to bottled-in-bond strip stamps. The third change in
paragraph (1) of subsection (b) is the inclusion in the exemption from
the requirements of this subsection in item (E) of spirits bottled
especially for export with benefit of drawback. Stamps provi(led for
under' this subsection have been required only for taxpaid spirits
intended for domestic use.

Section 5009. Stamps for distilled spirits withdraw for exportation
This section represents a revision of section 5009 of the House

bill. Your committee has amended the House bill to eliminate the
charge made under existing law for stamps used on distilled spirits
withdrawn for exportation. Such stamps have been charged for at
the rate of 10 cents per stamp except that stamps for wooden pack-
ages containing metallic cans have been charged for at the rato of
5 cents per stamp. These stamps arc not tax stamps. They denote
the legal withdrawal of such spirits from the internal revenue bonded
warehouse for exportation. It is the view of your committee that
these stamps should be furnished to the exporters without charge.
This action is consistent with the elimination of the charge for strip
stamps for distilled spirits.

Since sul)section (c) related solely to the charge for stamps, this
suilsection has been eliminated and the provisions of subsections (a)
tnd (b) as contained in the House bill have been simplified and com-
bined in a now subsection (a). The revised subsection (a), with the
exception of the elimination of the charge for the stamps, contains in
substance the provisions of subsections (a) and (b) of the House bill
and represents existing law, except that it has been changed to conform
with the authorization in section 5247 (c), which provides for the
filling of packages from the distiller's original casks or packages.
Section 5010. Miscellaneous stamp provision,
This section is identical with section 5010 of the House bill.
Subsection (a), "Issue for restamping," is existing law. (See

see. 2802 (a))
.The first clause of subsection (b), "Accountability," is derived from

the first clause of the first sentence of section 2802 (b) (1) of existing
law. The last clause of the subsection supplants detailed instructions
and will permit the Secretary or his delegate to prescribe regulations
for use of, and accounting for, such stamps.

Subsection (c), "Effacement of stamps and brands on emptied
packages," is existing law. (See sec. 2866.)

Subsection (d) contains cross references to other provisions of law
relating to stamps for distilled spirits packages.
Section. 6011. Abatement remission, refund, and allowance for loss or

destruction of ditiUied spirits
This section is identical with section 5011 of the House bill.
Subsection (a) Distilled spirits lost or destroyed in bond:
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Subparagraph (A) of paragraph (1), "Extent of loss allowance," is
existing law. (See sec.' 2001 (a) (1).)
Subparagraph (B), "Voluntary destruction," represents a major

change in existing law. Existing law (sec. 2901 (a)) provides that tax
will be collected on distilled spirits voluntarily destroyed, unless
such spirits are unfit for beverage purpes and the destruction is
authorized. Under this paragraph and subsection (b) there is no
condition that spirits must be unfit for beverage purposes to permit
voluntary destruction without payment of tax.
Paragraph (2), "Proof of loss," is existing law. (See sec. 2901 (b).)
Paragraph (3), "Refund of tfax"' is existing law (see sec., 2901 (c)),

except that the text has been revised by striking the N/ords "rfter 'the
tax was paid" at the end of the last sentence and inserting in lieu
thereof the words "after the tax was determined as provided in section
5006 (a), and the spirits removed from bond." This revision is
necessary to conform to the method' of tax payment by. return.
Under existing law, tax is paid prior to the tine of removal from bond.
It has not been lawful to refund such tax where spirits are lost'or
destroyed 'after such payment of tax., Siqce,' under provisions of
sections 5006 and 5061 tax may be determined prior to removal but, in
some instances, not paid until after removal, it is necessary, in order
to preserve the original intent of the law to revise this paragraph to
prohibit remission or refund of tax after Aetermination of the tax and
removal of 'the spirits.

Paragraph (4), "Insurance coverage," is existing law. (See see;
2901 (d).)

- (b) "Voluntary destruction." Existing law (sec. 2901 '(a)) pro-
vides that tax will be collected on distilled spirits voluntarily destroyed
unless such spirits are unfit for beverage purposes and the destruction
is authorized. Under this subsection there is no condition that spirits
must'be unfit for beverage purposes to permit voluntary destruction
without payment of tax

Subsection, (c), :"'Los or destruction 'of alch'l," iseojstji"n law
(see sec. 3113-(a)) except that the parentheticalistatement producedd
at an industrial alcohol plait or inporyt,under sec. 5i3il)':'as'bean
inserted followng the 'wordsgW'henever, iny al:conol",seeing
of the subsection, aad tho word I"underexisting law" let it
phrase "may remit or refund ; tincurr'e uder 9exltg las lpoA
s!ich,alcohol". The paren-hetic'a insliton IS ai:t: itigus3i
between alcohol pr. tuci .at indusk ial a<ob'ol plaBii or- ported
and high proof spiri!,pduced at d.itilleries,in ordert latt'th:loss
provisions of the subse.tion, ;my not ,,cont'do as" /pyplying to sich
spirits pro¶uced- at registered, jistiUeries, Thie'deletion of 'the Worda"Under exist'pg law,:ils m, e'ti4hepre ,o fte apiiu:,',of ; ' "

Subsectibn (d) contains crosreoferinces othir provisions o61 la
pertaining allowancee fopl ;:hiln'in.oh r it, ' .i, ', t

Subsectioh '(asy)' "Dratwb :'k:ot, exportatio, of' ditiWd ,sp'it, in
distiele'" 6riginalf pickagf^, is ', SimplifiatdiB oflstie t 8,87, ofi
existiitnlaW.;' ,Details tocfhbmfp, itlind ,uitom rregirem t been ,trlationTtail'iiore ci

:' wm a
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and less costly system of administration. ('ertain existing detailed
requirements have been found to ho obsolete and( unnecessary.

Subsection (b), "Cross references," contains cross references to other
provisions of law relating to drawback on distilled spirits and alcohol.

SU PART B. RECT 'IFICATI)N

Section 0SVI. imposition and rate o/ tax
This section iis i(lentical with section 5021 of the House bill.
Subsection (a), "Rectified spirits and wines," is existing law (see

see. 2800 (a) (5)). The proviso relatiing to tle production of gip and
vodka has been omitted for incorporation in section 5026 (b). The
use of the wordl "imposed" rather than "levie(d, assessed, collected,
and paid" is intended only asa mo(lernization of language.

Subsection (b), "Change in proof or volume," is existing law (see
see. 2801 (b)) except that the text has been revised by striking the
word "paid" in the two places it appears in existing law (sec. 2801 (b));
and inserting in lieu thereof the word "determined." This revision
is necessary to conform to the authorized method of taxpaying by
returns. Under existing law, tax is paid at the timne-of the completion
of the process of rectification. It has not been lawful to change the
proof or volume of a rectified product after such taxpayment. Since,
under the provisions of sections 5026 and 5061 tax may be determined
at the time the process of rectification is completed, but in some
instances, not paid at such time, it is necessary, in order to preserve
the original intent of t.he law, to revise this subsection to prohibit
change in proof or volume of the product after the rectification tax has
been (determined.
Seeion 5022. Tax on cordials and liqueurs containing wine *

Trlis section corresponds to section 5022 in the House bill except.
that it has been revised to conform to section 601 (a) (4) of the
Excise Tax Reduction Act. of 1954 (Public Law 324, 83d1 Cong., 2d
sess., approved March 31, 1954) by striking out "April 1, 1954"
each place it appears and inserting in lieu thereof "April 1, 1955."
The section represents a substantial change in existing law. It is

derived principally from section 3030 (a) (2) of the existing law.
Since the products covered are primarily rectified products, this
provision has been included in this subpart.
The first iinportant change from existing law is-the deletion of the

listing of forti field wines (and brandies used therein) and the insertion'
of the words "and not sold as wine, which contain more than 2%
percent by volume of wine of an alcoholic content in excess of 14
percent by volume (other than bottled cocktails). This change,will
permit-the imposition of the tax equally 'upon cordials, liqueurs, etc.,
containing unfoitified wines of an alcoholic content in excess of, 14
percent by volume and upon such cordials, liqueurs and liquors contain-
ing fortified wines of an alcoholic content in excess of 14 percent by
volume. .

Another important change in this section from existing 'aw is,tho
changing of the taxable unit to'a "wine gIlon'"in lleu of the former
"each one-half pint or fraction thereof.", The new rate stated for,
these compounds has, been .calculated so that. the revenue yield will,
be the same under the new provisions as it has been under section
8030 (a) (2).
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The tax imposed by this section is in lieu of tlho rectification tar
imposed by section 6021,
Section 50S03. Tax on blending of beverage brandies

This section is identical with section 5023 of the Holso bill.
The section is existing law (see sec. 2801 (e) (5)), except that the

text of the first proviso of the section has been-revised by striking
from the end thereof the clause "such tax to be paid by rectified
spirits stamps affixed to the packages at the time, of withdrawal,"
and substituting therefor-the clause "such tax to be detenmined at the
time of withdrawal and paid under such regulations as the Secretary
or his delegate shall prescribe.", This .change was made to conform
to the provision of sections 5026 and 5061 (a), relative to the deter-
mination of tax and the payment thereof by return.
Section 5024. Definition
This section is identical with section 5024'of the House bill and con-

sists of cross references to other definitions involving rectification.
Section 5026. Exemption from rectification tax

This section is identical with section 5025 of the House bill.
Subsection: (a), "Absolute alcohol," is existing law. See section

2801 (c) (2)-. .
Subsection (b), "Plrodiuction of gin and vodka," is existing law. See

proviso at end of section 2800 (a) (5). .·
Subsection (c), "Reetifying spirits in coUrse of original distillation,"

is existing law. See proviso at end of section 3254 (g).Subsection (d), "Redistillation of spirits by distillery," is existing
law. See last sentence of section 2883 (e).

Subsection (e), "Blending straight whiskies, pure fruit brandies, or
wines," represents existing law (see sec. 2801 (c) (1)), relating to blend-
ing of straight whiskies, blending of fruit brandies and blending of wines
to commercial standards. The exempt ing provision of section 2801
(c) ()relatingg to cordials and liqueurs taxable under existing section
3030 '(a) (2) has been omitted here, since the taxing provisions of
existing section 3030 (a) (2) have been incorporated in' this subpart at
section 6022. "

Another change is in the first sentence of this subsection, where
the parenthetical phrase "(other than caramel)!" ha been inserted
after the words "coloring or, flavoring matter" in the qualifying state-
ment relative to the blending of pure fruit brandies; This insertion
is consistent with the provisions of existing law (see sec. 3036 (a))
and conforms to present practices.

Subsection (f) "Addition of caramel to brandy." is derived from the
principle set forth in"section 3036 (a) of existing law. which states
that win- spirits shall include commercial brandy which has been
colored with' burnt sugar or caramel. Subsections (b) and (c) of
section 3030 of existing law extend these 'pro visions to citrus:fruit and
brandy'ahnd hei' fruit brandy. Under these provisions of lawiit has
been standard practice to permit, under regulations the addition.of
aquantit-'of carameleuflcieint to make u:. deficiencies in color,
provided this addition of caramiel was.'done in the ditilley or.ware-
housety ior to removal.; The exemption' herein will- apply only to
the adidtion of caramel at the distUlery -here produced or in the

,.,..~

. ,.-..-
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warehouse where stored and will not apply to the addition of caramel
at a rectifying plant or any other premises.

(g) Apothecaries.-This subsection is existing law. (See sec.
3260 (d)).

Subsection (i) contains cross references to provisions of law exempt-
ing certain persons and products from special tax as a rectifier and
from the rectification tax imposed by this subpart.
Section 6026. Determination and collection oj rectification tax
This section is identical with section 5026 of the House bill.
(a) DIetermiinationt o tax, -The first clause of paragraph (1) "Gen-

eral" represents a major change from existing law. Rectification tax
is now collected at the time the process of rectification is completed.
Under the provision of subsection 5026 (b) and section 6061 the tax
may be paid by return. Under such a system the rectified products
may be gauged, the tax determined, and the products bottled or
packaged and removed from the rectifying plant prior to the time of
actual payment of the tax. Accordingly this new sentence will pro-
vide for the determination of the tax rather thanii for the payment of
the tax as has been provided in existing section 2800 (a) (1) (A). The
remainder of the paragraph is derived from the existing section 2800
(a) (1) (A) in respect to the method and equipment to be used in
ascertaining the tax.

Paragraph (2) "Unauthorized rectification" incorporates the policy
under existing law of asserting and collecting rectification tax in the
case of unauthorized rectification. It is intended that the provision
of this paragraph will preclude any person conducting an unauthorized
rectifying process from taking advantage of a deferred payment
system,

Subsection (b), "Taxes on rectified spirits, wines and cordials, or
liqueurs," refers to section 5061 for the procedural requirements rel-
ative to the payment or collection of the rectification tax imposed
under this subpart.
Section 6027. Stamp provisions applicable to rectifiers

This section is identical with section 5027 of the House bill,
Subsection (a), "Exchange of wholesale liquor dealers' stamps for

rectified spirits stamps," is existing law. See section 2802 (c),
Subsection (b), "Cross references," contains references to other

provisions of law relating to the stamping of rectified products.
Section 6028. Cross references

This section is identical with section 5028 of the House bill and
refers to penalties applicable to violations of the provisions of sub-
part B.

SUBPART C-WINES

Section 5041, Imposition and rate oj tax
This section corresponds to section 6041 of the House bill but .ith

the following changes: , ,,::.;..;,',
(1) The section bas been revised to conform with section 601-

(a) (3) and. (4) of the 1Exise: Tax Reduction, Act of 1954 (Putlic,
Law 324, 83d Cong.i, 2d, ses.,. approved .March 31, ,19t4) by
striking out the date "April., 194"' each pl i;tappler- ba
inserting in lieu thereof "April 1, 1956".
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(2) The reference to "rice wine" in the second line of subsection
(a) has been deleted. The House bill proposes to impose the
wine tax on such products. Heretofore, sake, rice wines, and
similar products have been taxed as-beer. A small amount of
rice wine is made in Hawaii and a small amount is imported.
Most of the sake and' rice wine is sold in Hawaii to persons of
Japanese extraction. In classifying the product as wine the tax
rate would be raised from approximately 29 cents per gallon
(under the beer tax rate) to 07 cents per gallon, the rate for wine
containing more than 14 percent but not nmore than 21 percent of
alcohol. These products usually contain from 16 to 18 percent of
alcohol. At the present time sake is being produced only in the
Territory of Hawaii by three breweries. Your committee feels
that such an increase in rate of tax at this time would unduly
burden this comparatively small industry and cause unwarranted
hardship. Sake is being included in the definition of beer in
section 5052 (a) in order to bring it clearly within the taxable
classification of beer.

The section as amended makes three changes in existing law.,
The first change is to impose the tax on champagnes and other

sparkling wines and on artificially carbonated wine on the "wine
gallon" in lieu of the existing imposition on "each one-half pint or
fraction thereof," but the rates stated "for these :wines have been
calculated so that the revenue yield will be the same as heretofore.
This change is made to establish a uniform taxable unit for all wines.
The second change is to define the term "wine gallon" consistent

with other provisions of law establishing taie liquid measure equivalent
of a gallon, and to clarify the method of computing tax on fractional
parts of a gallon.
The third change is in respect to the tax on illegally produced

wine. It: provides that the .tax;ihall; be due on illegally produced
wine at the time of production, whether or not the product has been
removed for consumption or sale. This will facilitate collection of
tax on illegally produced wine, and is consistent with existing admin-
istrative construction.
The general provisions regarding taxesson wines and the 'rates of

tax on still wines are the same as in existing law. The use of the word
"imposed" rather than "levied, collected, and paid" is intended only
as a modernization of language; (See sec. 5022 regarding the tax
imposed by existing law (sec. 3030 (a) (2)) on liqueurs, cordials or
similar compounds.)
Section 5042. Exemption from tax

This section is identical with section 5042 of the House bill.
The section makes two important changes in existing law (sec.

3030) - . .. . ,: .. ....

The first change is to provide a definite distinction betweentaxable
apple' wine and tax-freehad (fermented) cider (usually; mde during
the fall of the year 'by farmers and sold at the roadside) , by i per.
hitting exemption from the itax only in the case of cider which is
made within prescribed limitations, Th enactment of thi provision
will restore the situation which existed prior to 1936, At that timethe revenue laws were amended to specifically refer'to apple wine"
thus raising the question whether hard cider (previously not taxed)
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is taxable. This clarifying provision will remove the uncertainty as
to the status of hard cider and will permit further clarification by
regulations.

Tlhe second important change is to authorize universities and certain
other institutions to produce, receive, blend, treat, and store wine for
experimental purposes but not for consumption or sale. Some
universities and colleges liave installed courses in the production and
treatment of wines. hIe production, receipt, etc., of wine for experi-
mental purposes and the withdrawal of wine spirits without payment
of tax for such purposes will be somewhat similar to the withdrawal
of alcohol under existing law for use by universities and colleges,
The provision in existing law authorizing the tax-free production of

wine for family use is retained.
Section 60/83. Collection of taxes on wines
This section is identical wi(,h section 5043 of the House bill.
The section has two changes in existing law (sec. 3030 (b)).
The first change is to establish the joint and several liabilities of

all 'persons concerned with the illegal production, importation, or
possession of wine. Under existing law, the tax on illegally produced
or imported wine can be collected only from the producer or importer.
This section makes it possible to collect the tax from the person pos-
sessing the illegal wine. This will facilitate the collection of tax on
such wine and is consistent with section 5041 (d).
The second change concerns the method of tax collection. - Under

( existing law the tax on wine is collected by stamp. This section pro-
vides for the collection of the tax by return upon the issuance of
regulations by the Secretary or his delegate. The collection of the
tax by return will be consistent with the method of collection of other
excise taxes.

Provisions in existing law regarding persons liable for the tax on
wine removed from bond or customs custody are retained.
Section 60.44. Refund of tax on unmerchantable wine

This section is identical with section 5044 of the House bill.
The section is new. It makes provision for refund, credit, or other

tax relief, upon delivery of unmerchantable domestic champagne or
other sparkling wine or artificially carbonated wine to a bonded wine
cellar. Similar provision is not made in respect to still wines. Where
champagne or other effervescent wines have lost their effervescence,
contain sediment, or have become cloudy, it is not feasible to place
them in a marketable condition. If the wines have not already lost
their effervescence, a process of reconditioning will result in the loss
of effervescence, and reduce the value of the product to that of a still
wine, which is substantially less than that of an effervescent wine.
If the tax has been paid, the claim for refund or credit must be filed
by the proprietor of the bonded wine cellar to which the effervescent
wine is delivered for destruction or conversion into still wine. If such
effervescent wine is returned to a bonded wine Wellar/before payment
of the tax by return, as authorized under sectioni5061-,the claim for
relief from tax' must be filed by the piropridtor of the bonded wine
cellar from which the wine wa removed for a xble purpose. Th
burden of proof in all such case i'with' the Claimant. RtIuAfdcrediti
or relief will be granted only ii, respect to efferve"centin.t'.:em9Ved
subject to tax on or after the date of enactment of this chapter.
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Section 5045. Cross references
This section is identical with section 5045 of the House bill and is a

cross-reference section only.
SUBPART D-BEER

It is the intention of your committee that wherever in this subpart
the Secretary or his delegate is authorized to prescribe regulations,
such authority shall be exercised only to the extent necessary to
protect and insure collection of the revenue.
Section 5051. Imposition and rate oj tax
This section corresponds to section 5051 of the House .bill except

that it has been revised to conform with section 601 (a) (5) of the
Excise Tax Reduction Act of 1954 (Public Law 324, 83d Cong., 2d sess.,
approved March 31, 1954) by striking out "April 1, 1954" each place
it appears and inserting in lieu thereof "April 1, 1955".

Subsection (a), "Rate of tax," contains no change in substance of
existing law (sec. 3150 (a)) with the sole exception that the listing of
lager beer; ale, porter, and other, similar fermented liquor, containing
one-half of 1 percent, or more,of alcohol, has been deleted here and
the word "beer" substituted therefor, since beer is defined in section
5052 to include lager beer, ale, porter, and other similar fermented
liquor. The use of the word "imposed" rather than "levied and
collected" is intended only as a modernization of language.

Subsection (b), "Assessment upon materials used in production in
case of fraud," is existing law. (See sec. 3150 (c).)
Section 5052, Definition

This section corresponds to section 5052 of the House bill except
that subsection (a) has been amended to include sake in the definition
of "beer." ,

Subsection (a) defines "beer" to include ale, porter, stout, lager
beer, and other similar fermented liquors (including sake or similar
products). (See see. 3150 (a).)

Subsection (b), "Gallon," represents 'existing law (sec. 3160) except
that the words "wherever used in the internal revenue law relating to
beer, lager beer, ale, porter, and other similar fermented liquors,"
have been omitted and the phrase "wherever used ia this subpart"
has been substituted therefor, and the phrase "wine gallon" has been
deleted as misleading to the public when used with regard to beer.

Subsection (c), "Brewer," is a cross reference to thedefinition of the
word "brewer."
Section 5053. Exemptions

This section corresponds to section 5053 of,the House bill with the
exception that your committee has eliminated the proviso at the end
of subsection (a), which provided that beer delivered to customs cus-
tody shall be deemed to e exported for tlie purposes of this section.
The deleted language is unnecessary and would require the customs
service to take custody of beer to be exoirte4._ This would impose a
duty on the customs service which would serve no. useful purpose.,t
is not intded by this chang to require proof of landing as evidence
of exportation. The elimination of :te proviso merel leaves to reg-
ations the determination of when the beer shall be deemed to be
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exported, and under such regulations beer could be deemed to be
exported -when laden for export in accordance with customs regula-
tions.
With the above exception subsection (a) follows the House bill and

represents existing law except that the provisions for withdrawal for
export to storage warehouses and the restriction on the drawback of
tax on exported fermented liquors contained in existing law have been
deleted. These deletions are made because it has been. found that
warehouses, depots, or other places of storage are no longer used for
the storage of beer withdrawn in casks from breweries without pay-
ment of tax, and specific provision has been made in section 5006 for
drawback on exported beer. Subsections (b), (c), and (d) are the
same as the House bill.

Subsection (b), "Removals when unfit for beverage use," is existing
law. (See sec. 3163 (c).) The statutory requirements relative to
the types of vessels to be used and marks, brands, and stamps thereon
have been omitted and there has been substituted therefor a provision
for the removal under regulations to be prescribed by the Secretary
or his delegate.

Subsection (c), "Removals for laboratory analysis," is consistent
with the provisions of the existing law regarding the removal of samples
of wine and wine spirits.

Subsection (d), "Removal as supplies for certain vessels and air-
craft," is a cross-reference to the provisions of section 309 of the
Tariff Act of 1930 (19 U. S. C. 1309) relating to the use of certain
articles as supplies on certain vessels and aircraft.
Section 5054. Persons liable for tax

Thllis section is identical with section 5054 of the House bill and
represents existing law.
Section 6055. Determination and collection of tax on beer

This section corresponds to section 5055 of the House bill with
the exception that your committee has eliminated the provision that
stamps or other devices evidencing the tax or indicating compliance
with the provisions of this chapter (affixed to hogsheads, barrels, or
kegs of beer at the time of removal) shall be sold to brewers for a
sum sufficient to defray the expense of preparation. This change
means that stamps or other devices (if required, by regulations)
would be furnished to brewers without charge. The third and
fourth sentences of this section, relating to the redemption of such
stamps, as they appeared in the House bill were deleted and pro-
vision made that the Secretary or his delegate shall by, regulations
prescribe the manner by which such stamps or other, devices shall
be supplied, affixed, and accounted for. "The action taken by your
committee with regard-tot he'stamps or devices for beer kegs, etc.,
is consistent with similar Action with regard to strip stamps for con-
tainers of distilled spirits and for package stamps for tbbacco.

Existing law (secs. 3150 (b) (2) and 31677(a)) requires that the,'tax
on all beer must be paid by stamp whmn sold or i6moved for con-
sumption or sale. This' "tioh i'eqiiire thet&i* on beer to be de-
termined upon sale or removal/ for consu'iption or sale! Uhider
existing law tai stamps are required to beiaffied" to hoiheads,
barrels, or kegs of beer it 'the tiine of ionioval. A"P'roibn*6 .has
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been made in this section to authorize the Secretary or his delegate,
whenever he finds it necessary for the protection of the revenue, to
require stamps or other devices to be affixed to hogsheads, barrels,
or kegs of beer at the time of removal . These stamps would be in
lieu of the tax stamps and would be similar to the strip stamps used
for containers of distilled spirits.
Section 5056. Drawback of tax
This section is identical with section 5056 of the Hotiso bill.
The section represents a major change in the existing law. It

authorizes drawback of tax on taxpaid beer which is exported. This
is now specifically prohibited (sec. 3153 (b)). This provision accords
to brewers the same privilege accorded in existing law to. distillers,
winemakers, and manufacturers of tobacco articles.
Section 5057. Refund and credit of tax, or relief from liability

This section is identical with section 5057 of the House bill.
Subsection (a) authorizes a refund, credit, or remission of tax on

beer belonging to a brewer if such beer is returned to the. brewery or
destroyed under such supervision as may be required by regulations.

Subsection (b) gives the same relief to brewers for beer lost. by
casualty, except by theft.

Subsection (c) requires claims under this section to be filed within
6 months. A claim will not be allowed, if the claimant is indemnified
by insurance or otherwise in respect of the tax.

SUBPART E-GENERAL PROVISIONS

Section 5061. Method of collecting taz
This section corresponds to section 5061 of the House bill except

that the reference in subsection (a) to January 1, 1955, has been deleted
as unnecessary in view of the fact that the'provisions of subtitle E do
not become effective until January 1, 1955.

Subsection (a)- "Collection by return," represents a basic change
in the method of collecting taxes.on distilled spirits, wines, rectified
spirits and wines, and beer. Existing law (sees. 2800, 3030, and 3150)
provides that taxes on such articles will be paid by stamp, on the
basis of individual withdrawals and at the time of such withdrawals.
This subsection will authorize the payment of such taxes by return
and will permit the Secretary or his delegate to prescribed by regula-
tions, the period for which a return shal be filed, the time forfiling
such return, the information to be shown thereon, and thetimefor the
payment of the tax. A proviso in this subsection will continue the
present method of taxpayment until regulations to provide for the
payment of taxes by return have been issued by the Secretary or his
delegate. . .

Subsection (b), "Discretionary method of collection," substantially
represents existing law (sec. 3172 (a)). This. provision authorizes
alternate methods for the collection of tax where it is deemed necessary.

Subsection (c), "Applicablity ofother rovisions of la, is denied
from the last sentenece of section3172 (a'of'e st'mglaw.
Secin 506f.Rqfund and drawback incasef exportalion
This section is identical with section 5062 of theIHbuse bill and

represents existing law.
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Section 5063. Floor stocks tax refunds on distilled spirits, wines, cordials,
and beer

This section corresponds to section 5063 of the House bill except
that it has been revised to coifroin to section 601 (b) (1) of th6
Excise Tax Reduction Act of 1954 (Paiblic Law 324, 83d C0ong., 2d
sess., approved March 31, 1954) by striking out "April 1, 1954" each
place it appears and inserting in leu thereof "April 1, 1955" and by
striking out "May 1,1954" and inserting inilieu thereof "May 1,1955".

Subsection (a) '"General," is existing law (sec. 1656 (a)) with a
modification at tile end to provide for the filing of a claim within 30
days from the promulgation of the prescribed regulations.

Subsection (b), "Limitations on eligibility for credit or refund," rep-
resents the provisions of existing law (sec. 1656 (b)) except that clause
(2) has been omitted. This clause would require proof that, as to
any article on which refund is claimed, such article is sold at a price
to reflect the reduced tax rate. This requirement is impracticable to
administer, or to comply with, and would constitute a heavy and
costly administrative burden upon the Government and upon any
person desiring refund under the provisions of subsection (a).

Subsection (c) "Other laws applicable" is existing law. (See sec.
1656 (c).)
Section 5061O. Territorial extent of law

This section is identical with section 5064 of the House bill.
The section is existing law (sec. 3174), except that it has been

modified to include wines, in addition to distilled spirits and beer.
Section 5065. Cross references
This section is identical with section 5065 of the House bill.
The section clarifies the applicability of subtitle F, relating to pro-

cedure and administration, to this subtitle.

PART II-OCCUPATIONAL TAX
SUBPART A-RECTIFIER

Section 5081. Imposition and rate of tax
This section is identical with section 5081 of the Hotlse bill and

represents existing law.
Section 5082. Definition of rectifier

This section is identical with section 5082 of the House bill.,
The section is existing law (sec. 3254 (g)), except that the proviso,

relating to the purifying and refining of spirits in the course of orig-
inal and continuous distillation, has been omitted and is stated, at
section 5025 (c) under the headnote "Refining Spirits in Course of
Original Distillation."
Section 5083. Exemptions
This section corresponds to sctioni 5083 of the House blll'andi aklc

refernce to 'provisions of law-making exerhptions from 'rectification
tax or from special taX a a retifier. Your committee his made an
amendment to paragraph (13) y: changing the;refernce to section
6392 to. '15391". This amendment is merely a technical correction.
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Section 5084, Cross references
This section is identical with section 5084 of the House bill.
The cross references contained in this section are to general pro-

visions of law relating to rectification taxes, establishment and opera-
tions of rectifying plants, and the penalties and forfeitures relative
thereto.

SUBPART B-BREWER

Section 5091. Imposition and rate of tax
This section is identical with section 5091 of the House bill and

represents existing law.
Section 6092. Definition o/ brewer

This. section is identical with section 5092 of the House bill.
The section is existing law (sec. 3254 (d)), except that the word

"beer" has been substituted for the words "fermented liquors of any
description for sale, from malt, wholly or in part, or from any substi-
tute therefor." This change is made to conform to new section
5052 (a), which defines "beer" as including all such liquors.
Section 5093. Cross references
This section is identical with section 5093 of the House bill and

contains references to provisions of law exempting brewers from special
tax incurred by selling beer.

SUBPART C-MANUFACTURERS OF STILLS
Section 5101. Imposition and rate of tax
This section is identical with section 5101 of the House bill and

represents existing law.
Section 5102. Definition of manufacturer o/f stills
This section is identical with section 5102 of the House bill and

represents existing law.
Section 5103. Exemptions
This section is identical with section 5103'of the House bill.
The section makes reference to the provision of existing law (sec.

3103) exempting proprietors of industrial alcohol plants from special
tax as manufacturers of stills and the tax on stills manufactured.
Section 5104. Method of payment of tax on stills
This section is identical with section 5104 of the House bill and

represents existing law.
Section 5105. Notice of manufacture of and permit to set up still
This section is identical with section 5105 of the House; bill. :
Subsection, (a), "Requirement " isexisting law: (S-sec.'2818 (a).)Subsection (b), "Penalty," makes reference to the penalty provisions

relating to failure to give notice of manufacturer failure to register
stills.st.ll.. , .,.j , ,.,
Section6106. Drawb .:ack; ;
This section is identical with section 51i06 of the House bill. ;
The section makes no change in existing:law (seca3260(i)3 ($))

other. than to 'add the words "and worms' immediately after the
word "stills." Because of the omission of the words "and worna"
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from the provisions of the existing law, it has not been possible to
allow drawback of tax paid upon worms exported. The change in
this section will permit equal treatment in respect of any taxable
distilling apparatus exported.

SUBPART D-WIIOLESALE DEALERS

Section 5111. Imposition and rate of tax
This section is identical with section 5111 of the House bill and

represents existing law.
Section 6112. Definition of wholesale dealers
This section is identical with section 6112 of the House bill and

represents existing law. ,

Section 6113. Exemptions
This section is identical with section 5113 of the House bill.
Subsection (a), "Distillers selling spirits of own production," is a

restatement of existing law (sec. 3250 (a) (4)) except that the'state-
ment "to which the taxpaid stamps are affixed" was deleted due to
the change in the method of taxpayment from payment by stamp to
payment by return. Under the method of payment of the tax by
return, taxpaid stamps would not be affixed to such barrels at the
time of withdrawal. In order to preserve the intent and effect of this
exemption the limitation was inserted, making it applicable to sales
only "after determination of the tax."

Subsection (b), "Brewer selling in barrels, etc.," is existing: law
(sec. 3250 (d) (3). The world obliged," appearing in tih clause
"no brewer shall be obliged to pay special tax" which begins the
subsection, has been changed to "required," so that the clause how
reads "no brewer shall be required to pay special tax." This change
brings the language into conformity with the language of other similar
provisions of law.

Subsection (c), "Winemakers selling wines of own production," is
existing law. Sep section 3250 (g).

Subsection (d) "Casual sales."
Paragraph (1), "Sales by creditors, fiduciaries, and officers of

court," is existing law. See section 3251 (a)
Paragraph (2), "Sales by retiring partners or representatives

of deceased partners to incoming or remaining partners," is
existing law. See section 3251 (b).

Subsection (e), "Cross references," contains references to provisions
of law relating to exemption of retail dealers from wholesale liability.
Section 5114. Records

This section corresponds to section 5114o9f the House bill. .Your
committee has amended the section y; deleting the teri Government
officers" wherever it appearsandha s sbstituted im eU thereof the
term "internal revenue oefiers". This amendment has been made
in the interest of uniformity of language. Numerous other provisions
of chapter 51 make provision for supervision or inspection by internal
revenue"officers. The term "Government officers" in thi section was
intended to refer to internall revenue officers": and ithe foregoing
change has been made in order that the language of the various pro-
visions ill be consistent,
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Subsection (a), "Requiroments," is derived from section 2857 of
existing law. Several changes have been made. The phrase "at his
place of business covered by' his special' tax stamp," in existing law,
has been deleted. Existing law, with the phrase in it, has been con-
strued as limited to wholesale dealers who have purchased special tax
stamps. The phrase was, therefore, deleted to make the require-
ments of this section applicable to all wholesale liquor dealers,
regardless of whether they have special tax stamps,

Existing law provides that every wholesale liquor dealer "shall
keep daily" a record of distilled spirits received and disposed of by
him. This requirement has been retained. However, the existing
statutory requirements relating to transcripts and summaries has
been changed to require dealers to submit transcripts, summarieS, or
records, as the Secretary or his delegate may require. The Secre-
tary or his delegate may thus put into effect the requirements of the
section to the extent required by current conditions and problems.
The time during which records are required to be kept has been

reduced from 4 years to 2 years to conform with other similar require-
ments of the code. Therequimenents with respect to records to be
kept by rectifiers has been made a part of section 5285 (b).

Subsection (b), "Exemption of States," is existing law. See section
2858.

Subsection (c), "Cross references," contains references to provisions
of law relating to wholesale records to be kept by dealers and rectifiers
and to the penalties for violation of section 5114.
Section 5115. Marking and stamping oj packages filled on premises of

wholesale dealers
This section is identical with section 5115 of the House bill.
Subsection (a), "'Requirements," is existing law, See section 2863.
Subsection (b), "Penalty," makes reference to the penalty provisions

of law relating to noncompliance by wholesalers to the provisions of
this section.
Section 6116. Sign required on premises
.Tis section is identical withs;etion '5116of the House bill.
Subsection (a), "Requirements," is a simplification of existing law

(section 2831). The specific requirements concerning the length,
width, and color of the.lettering of the required sign have been omitted
in this subsection and provision made for the Secretary or his delegate
to prescribe such standards by regulation.
Subsetion (b), 'Penalty," makes reference to the penalty for failure

to post the prescribed signrj
SUBPART E-RETAIL DEALERS

Section 5161. Imposition and rate of tax
This section is identical with section 5121 of the House bill and

represents existing law.
Sectdon52o.Definitions·'

'This section is identical with section 5122 of the House bill and
represents existing law,
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Section 51,S3. Exemptions
This section is identical with section 5123 of the House bill.
Subsection (a) "Brewerssllig in one-ighth barrel packages," is

existing law (section 3250 (e)' (4])),'except that since tax on beer may
be paid by return, the qualification relative to the sale in stampedd
packages"hlas been changed by deleting the words "original stamped"
Irom the description of the package.

Subsection (h) "Business conducted in more than one location":
Paragraph (1) "Retail dealersat large" is existing law. See

section 3255 (a).
Paragraph (2) "Retail-dealers on trains, aircraft, and boats" is

existing law (section 3255 (b)) except that specific provision has
been made to ineludc "aircraft." The term "aircraft" is defined
as a vessel. Regulations issued pursuant to the provisions of
existing section 3255 (b) have applied to the business of retail
dealers on aircraft as well as on other vessels.

Paragraph (3) "Dealers making sales on purchaser dealers'
premises": This paragraph is existing law (sec. 3255 (c)) with
the following exception. The phrase "covered by the stamp
issued to him to denote the payment of the special tax imposed
upon such dealers" has been omitted. Under the existing law,
itlhas been held that where a brewer sells bottled beer, without
prior orders having been given and received at: the brewer's
premises, at the places of business of various dealers :long an
established route and where the purchasing dealer had notbtden
issued a stamp for the current fiscal year, such sales to the
purchaser were in violation of the provisions of section 3255 (c),
and rendered the brewer liable to special tax as a dealer at each
of the premises where sales were so made. The omitted provision
of law has been impracticable to administer and inequitable in
result.

Subsection (c) "Sales by retail dealers in liquidation": This is
existing law (sec. 3251 (c)) except that the last sentence (of sec. 3261
(c)) has been omitted since the section referred to (sec. 2860) is obsolete.'

Subsection (d) "Cross references" contains references to special
exemptions from wholesale dealers' special taxes.
Section 5124. Records

This section is substantially the same as section 5124 of the House
bill.
The first three subsections of this'section are existing law. (See

subsecs. (a),, (b), and (c) of sec. 3252.) Subsection (d) refers to the
penalty provisions relative to retail dealers' records.
Your committee has deleted the term "Government officers" where

it appears in subsection (b) and has substituted in lieu thereof the
term "internal revenue officers". This change' has ben made in the
interest of uniformity of language. Numerous other provisions of
chapter 51 make provision for supervision or inspection by internal,
revenue officers. The term "Government officers" in this section was
intended to refer to "internal revenue officers" and the forieo't
change has been made in 'order: tha' the laanguage' of the vardius
provisions will be consistent. Your committeeihas amended Aubsei'
tion (d) of this section by deleting the letter "(d)" following the
reference to section 5692. This is a typographical correction only.
Section 5692 contains no subsections.
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SUBPART F-NONBEVERAGE DOMESTIC DRAWBACK CLAIMANTS

Section 5131. Eligibility and rate of tax
This section corresponds to section 5131 of the House bill and is

existing law (sec. 3250 (1)(1)and ()) except that your committee has
eliminated the requirement that the distilled spirits to be used in the
manufacture or production of the designated nonbeverage products to
be eligible for drawback must be "fully taxpaid.". Your committee
has provided that the tax must have been determined on such'distilled
spirits. Under existing law distilled spirits.are taxpaid at the time of
withdrawal from bond. However, under the provisions of this bill
(see sec. 5061) the tax may be determined upon withdrawal from bond
and paid by return at the time prescribed by regulations.

In order to prevent delay in the payment of drawback claims the
claimant will no longer be required to establish tax payment but will
instead be required to establish that the distilled spirits have been
legally withdrawn and the tax thereon determined as provided by law.
Since the tax will be collected from the distiller or warehouseman
who will be under bond for the payment of such tax it is not anticipated
that this change will jeopardize the revenue.
Section 5132. Registration

This section corresponds to section 65132 of the House bill and is
existing law (sec. 3250 (1) (3)): except that your committee has
amended this section to correspond with the change made in section
5131 (a) relating to the determination of the tax on the distilled spirits
used in the designated nonbeverage products.
Section 5133. Investigation of claims
This section is identical with section 5133 of the House bill and is

existing law. (See sec. 3250 (1) (4).)
Section 5184. Drawback

This section corresponds to section 5134 of the House bill except
that your committee has amended subsection (a,) to provide that
drawback may be allowed in the case of distilled spirits on which the
tax has been determined and which are used as provided in this sub-
part. This change is consistent with similar changes made in sections
5131 (a) and 5132. Also, the date 1964 which appeared in the House
bill has been struck out and the date 1955 has been inserted by your
committee to conform to section 601 (b) (4) of the Excise Tax Reduc-
tion Act of 1954 (Public Law 324, 83d Cong,, 2d sess.). With the
exception of the amendment made by. your committee to conform with
the change made in section 5131, this section represents existing law
(sec. 3250 (1) (5)).

SUBPART G-GENERAL PROVISIONSi.

Section 511. Regiration
This section is identical with section 5141 of the House bill and refers

to the provisions relating to registration of special taxpayers.
Section 614. Payme f-t :
This section isidentical' with section 5142 of the House bill and

represents existing law.
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Section 5143. Returns
This section is identical with section 6143 of the House bill and

represents existing law.
Section 5144. Provisions relating to liability for occupational taxes
This section is identical with section 5144 of the House bill.
The section contains provisions pertaining to ownership, location,

and changes in ownership and location of businesses subject to
special taxes.

Subsection (a) "Parners" is existing law (section 3277).
Subsection (b) "Different Businesses of Same Ownersilp and Loca-

tion" represents existing provisions of law (section 3279).
Subsection (c) "Business in More Than One Location" is derived

from section 3278 and represents existing law, except. that a proviso
has been added at the end of the subsection to define the place of
business subject to one special tax.
Under existing law, the definition of location has received a limiting

construction whiclihin many cases required more than one payment of
special tax for a business carried on by the same proprietor in the same
general location but divided by streets cnnals, public passageways,
partitions, etc. Although a slight loss of revenue from special taxpay-
inents may be anticipated due to this change, it is believed that the
change corrects inequities in the present law and that it will sub,
stantially simplify administration of this provision of law, Under
existing law, a brewer whose premises are separated by a public street
and who sells beer at locations on the premises separated by the public
street, is required to pay special tax as a dealer at each of the locations,
although, in fact, he is carrying on but one business of selling his
product on his brewery premises. The new provision added at this
subsection will permit the carrying on of such a business under one
special tax.

Subsection (d) "Death or Change of Location" is existing law. See
section 3280 (a),

Subsection (e) "Federal Agencies or Municipalities" is existing law
(section 3283).
Section 65145. Supply of stamps

This section is identical with section 5145 of the House bill.
The section is existing law (sec. 3273 (a)) except that references

to sections 2802 (a), 3300, 3301, and 3302 of existing law have been
omitted and all pertinent provisions relating to stamps have been
made applicable to the supplying of special tax stamps under section
5145.
Section 5146. Posting stamps in place of business

This section is identical with section 5146 of the House bill and refers
to the provisions relating to posting special tax stamps. (See see.
3273 (b),) :
Section 6147. List of peciai taxpayere for public inspection

This section is identical with section 5147 of the House bill and
refers to the provisions of law relating to lists of special taxpayers for
public inspection. (See sec. 3275 (a):)
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Section 65148. Application of State law8
This section is identical with section 5148 of the House bill and

represents existing law.
Section 5149. Application ofsubpart

This section is identical with section 5149 of the House bill. .
The section derives from section 3282 of existing law and makes

applicable the provisions of this subpart to the special taxes imposed
under this part and by chapter 53.

SUBCHAPTER B-DISTILLERIES
PART I-ESTABLISHMENT

Section 5171i Premises prohibited for distilling
This section is identical with section 5171 of the House bill.
The section makes two important changes in .existing law (section

2819). There have also been additional clarifying changes.
The first important change is the deletion of the provision of

existing law that a distillery premises could not' be located within
600 feet of a premises authorized to be used'for:rectifying except with
the specific permission of the Secretary or his delegate. The 600 feet
requirement has been waived in numerous cases and is no longer be-
lieved to serve a useful purpose un dermodem operating conditions.
Distilling and rectifying operations are presently carried on to a large
part by the same proprietors. The business of rectifying and distilling
can be more adequately and efficiently supervised by Government
officers' if the premises are reasonably contiguous. This change is in
line with similar changes in other sections of. this chapter.
The second major revision of this section is' the granting of discre-

tionary authority to the, Secretary or his delegate toauthorize bUsi-
nesses, other than; those specifically. prohibited, by the statute,.,to be
conducted on distillery premises when the Secretary or his delegate,
finds that such operations will not jeopardize ''the revenue. There are
certain types of operations in which it might/be possible to utilize the
facilities of a distillery without jeopardy to the revenue. One exam-
ple of a type of business that might be authorized is the manufacturer
of antibiotic drugs which requires large scale fermenting equipment of
the same characters that used in a distillery. Certain distilleries are
already engaged in this type of business and have found it necessary
under present law to duplicate at great expense their fermenting
faciltes. , .

A third change is that the specific prohibition against the manufac-
ture of eth6r'on distillery premisehashasbeen deleted The production
of ether could be authorized on distillery premises under regulations if
such operations were found not to jeopardize the revenue.

In addition to the changes refirted to 'above there have 'ben:three
changes' of a clarifying 'nature. These clarifying changes are as
follows

(1) The words "and in aly building "have been deleted from the
portion of the sectionwhichh prohibits distilling on any premises
wherebe-,'wine,, or vinear/"etc.^are maufactured since it is
believed that the phraseology on- any premises" adequately
covers this restrition.
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(2) The reference to lager beer, ale, porter, or other fermented
liquors has been deleted and the word "wine" has been added.
This change more clearly states the restriction intended by the
statute which is to prevent the carrying on of distilling operations
on the premises where beer .or wines are produced. The term
"beer" is defined in section: 5052 as including the enumerated
types of ferniinted liquor which have been deleted.

(3) The last sentence of this section has been added to make
it clear that the section does not prohibit the use of any still,
boiler or other vessel by a rectifier, in accordance with the pro-
visions of section 5082, in a rectifying plant qualified under this
chapter.

The changes made in this section are not intended and would not
have the effect of authorizing rectifying and distilling on the same
premises since such joint operations would be prohibited by other
provisions of law.
Section 5172. Conditions precedent to carrying on the business of

distilling
This section is identical with section 5172 of the House bill.
The section makes two changes in existing law (section 2832).
The first change is the deletion of the statutory requirement that a

distillery comply with the survey requirements as a condition pre-
cedent to carrying on the business of distilling. While the survey
requirements have been retained pending further study,- these re-
qulrements are substantially obsolete and are now waived by regula-
tions pursuant to the authority .contained in section '5179.
The second change in this section- is the deletion from existing law

of the requirement that distilleries' and rectifying premises 'be sep-
arated by 600 feet' and that distilling and rectifying not be carried
on within such distance._ This provision has been deleted for the
ixeasons stated in the comments with regard to section 5171.
Section 5178. Distillery fixtures and equipment
This section is identical with section 5173 of the House bill,
Subsection (a) of this section relating to fermenting and distilling

equipment, etc., makes the following changes in existing law (section
2822):

(1) Existing law requires furnaces of stills and boilers used in
distilleries to be so constructed that the :door of the furnace
may. be locked.:, This provision has been revised to require
construction of the furnace or the steam or fuel line of the still
or boiler in such manner that they may be locked. The existing
statute.is' inadequate to take care of modern equipment and hal
been revised for this reason.: , ; .; . ;.

(2) Existing law specifies in particular detail the constructiqu
of the fermenting and distilling equipment and ,the painting! of
the fixed -pipelines for the conveyance of mash, beer, spirits, e¢tc,
Such detail in the statute is considered unnecessary anu4 too
restrictive and hab, bee' eliminated. -The revised subsection
specifies that the fermening and dis'tilng equipment and all
fixed pipes and ,vessels shall be constructed, arranged: and identi.
fied pursuant to regulations. The revision.gives, pore latji, e to
the Secretary in prescribing the construciwop, angement, and
identification of the equipment.
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Subsection (b), relating to receiving cisterns, has been revised in
the following respects:

Existing law (section 2820 (a)) specifics in detail the exact manner of
construction of receiving cisterns. This section has been revised
to maintain the statutory requirements of a closed system for the
transfer of the spirits from the still to.the cistern and to prohibit any
abstraction of spirits between the still and the receiving; cistern.
However, the details of the construction, arrangement, and identifica-
tion have been left to regulations, thus providing for greater flexibility
in the supervision of modern operations.
The requirement that each receiving cistern be of sufficient ca-

pacity to hold 24 hours' production was deleted as unnecessarily
restrictive since several receiving cisterns may be in fact required
to hold a day's production. HowOver, this revision is not intended
to make any change in the present requirement that each day's
production of distilled spirits be segregated.
The last paragraph of section 2820 of existing law, referring to

waiver of survey requirements, was deleted as unnecessary in view
of section 5552.

Subsection (c); relating to changes, in apparatus and fasteniligs, is
derived from section 2823 and is existing law.
Section 6174. Registry of stis18

This section is identical with section 5174 of the House bill.
The section (derived from section 2810) constitutes a major revision

of the- existing law which requires all stills (with the exception of
stills for refining petroleum) for whatever purpose used to be registered
immediately upon being set up. The: specific exemption for stills for
the refining of petroleum was deleted. ahd a proviso added in lieu
thereof to the effect that stills or distilling apparatus not used or
intended to be used for the distillation, reditiitlation, or recovery of
distilled spirits are not required to be registered.Under present law many thousands of stills used for distilling water,
or in the preparation of drugs, chemical;,'or for recovering cleaningfluids are required to, be registered. This hasplhIcd a major burden
both upon ithe ilndutry using such stilland ithe Government.. The
general requirement for registration of a11; stills hbas not materially
aided the enforcement of the revenue; laws; relating, to liquors and the
administrative expense and the burden upon industries usi' g such
stills is considered disproportionate to' th^ resul'btain'd. '

The' reqiireiien't tOr're/gistration of stills used for the distillation,
redistillation or recovery of distilled Spirits has' been retained 'ne
this is a fundamental enforcement aid used with regard: to illicit
distilling,', ThisM prmision is;no consistent. with specaJ tax on -the
manufacturers f stills, contained in section 1.Ol,1 which is applicableonly to stills used for dstiiling and is also consistentt with section 5105.
Section 61-75 Noticeo'o buiM ojd'eiier i: ;
'.Thissectionisidentoic/l 'ith section' 51 Sjoft-e,Hotusebill.
The section (derived from section 28i2) iis'substantially &i retatti-

ment of existing 1law except that the details required by existing law
in relation to the number and capacity of stills, boilers, mash tubs,
etc., have been left to regulations, thus enabling the Secretaryy or his
delegate to require only information that is found to be essential.

4899'-B4--Sb
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The specific requirement that notice be given in case of the change
of time of fermenting has been omitted as unnecessary and the time
in which a notice of change in location, form, capacity, etc., is required
to be submitted to the Secretary or his delegate has been left to regula-tions. Existing law provides that such notice of change be submitted
within 24 hours. This specific time requirement is considered un-
necessary and too restrictive.
Section 5176. Distiller's bond

Thllis section is identical with section 5176 of the House bill.
A major change in existing law (sec. 2814 (a)) has been made in

this section for the purpose of giving the Government additional
security in cases of payment of tax onll distilled spirits by return on
a deferred basis. Provision has been made that the Secretary or his
delegate may require the distiller to furnish an additional bond (not
limited by the $100,000 maximum) in case the distiller desires to
withdraw spirits on determination of tax and make payment by
return at a later date.
The additional bond would be for the purpose of securing the

payment of the tax and would be in such form, and in such penal sum,
as regulations prescribe. In addition, the bond would be conditioned
upon compliance with such other requirements, relating to with-
drawals upon determination of tax, as the Secretary or his delegate
prescribes by regulations. If the tax determined on withdrawal from
the distillery is not paid when due, the Government could proceed
against either or both of the bonds.

Transfers in bond, or withdrawals authorized by law to be made
without payment of tax, would not require the posting of the addi-
tional bond.
Section 5177. Conditions oj approval of distiller's bond

This section is identical with section 5177 of the House bill and
represents existing law (sees. 2815 (a) and (b) and 2814 (a) (1)).
Section 6178. Plan of distillery

This section is identical with section 5178 of the House bill.
The section has been rewritten for simplification, and has left to

regulations the information regarding the equipment in the distillery
which must be shown on the plan (sec. 2816).
Section 5179. Survey oJ distillery

This section is identical with section 5179 of the House bill and
represents existing law (sec. 2817 (a) and (b)).
Section 6180. Sign required on premises
This section is identical with section 5180 of the House bill.
The section represents existing law (sec. 2831), except that the

specific requirement as to the size of the sign and the requirement that
the sign be painted in oil colors or gilded has been deleted and the
provision inserted that the sign should be posted in the manner and
form prescribed by regulations.
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PART II-OPERATIONS

Section 6191. Commencement, supenaion, and resumption of operations
This section is identical with section 5191 of the House bill.
The principal .change in existing law (sec. 2850), made by this

section is the elimination of the, detail in the statute specifying the
exact manner in which the Government officers lock or seal the furnaces
or distilling apparatus to prevent distilling after the distiller has given
notice of suspension of operations, The section provides that the
Government officers shall adopt such means by locks and otherwise
as the Secretary or his delegate may, by regulations, prescribe to
prevent the use of the stills.
The first sentence of the section has been added for the purpose of

prescribing a time when the distiller after approval of bond may
commence operations. Under present administrative practice the
distiller may not commence operations until a storekeeper-gauger has
been assigned to the distillery to supervise the operations.
The provision has also been added that the notice required in this

section shall be in suckr form and submitted in such manner as the
Secretary or his delegate shall by regulations require.
The present statute provides that the securing of the furnace,

boilers and stills shall be at the expense of the distiller. This pro-
vision has been deleted as no longer necessary.
Section 619L Supersion of operation. by storekeeper-gauges
This section is identical with section 5192 of the House bill.
The section makes the following changes in existing law (sec. 3042):
Subsection (a) has clarified existing law to specifically require the

assignment of gaugers to the distillery since the distillery cannot oper-
ate m the absence of the gaugers.

Subsection (b) gives more latitude than existing law (sec. 2820)
to the Secretary or his delegate to prescribe the nature and extent
of the supervision of the operation in the cistern room by the
storekeeper-gauger..Subsection (c), rating to the use of, materials in the removal of
spirits, is.a new provision. Existing law (sec. 2838) imposes a penalty
upon distillers who. use materials for the purpose pf ,making m'h
wort or beer, or for the production f spirits and tfor the removal of
distilled spiritsm the absence,of the ,torekeeper-gauger. .The penalty
which is :contained in section ,2 has been keyedto; ubsetioii (c)
and this subsection allows the Secretry or hisdelegat to pecribe by
regulations the nature. and extent of the supervision whih will be
required in the case of use of materials and remove. of spirit...,;

Subsection (d), relating to storekeeper-gaugers records is existing
law (sec. 2877); . .::,

. ::- '

. ,,.,, ;, :' :'
Section 6193. Dvingaui andiW k of HditilUd spirit
This section i denticAli^ 'sioti' 1*3' of the Hbuse' bill
The section contain. the folloin': changes in existing lawi.

(1i) Existmg w (sec.' 2820) qiiirei spi'itat be drawih off
on or before the end ofi ththirddy 'after deposit'in' receiv-
mg csterns, in ditiile&s..-: This: restriction hia Wii found im-
practicable in c.aes of internin iholiday' or :otheepionworking
days. Subsection (a) hias therefo eboer;isid: to provide thgt
such spiritifbe drawii/ff on or before the end f thethird work-
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ing delay. Also, the statement that distilled spirits except as
ot erwise provided in section 2883 must be removed to an in-
ternal revenue bonded warehouse has been changed to "except
as otherwise provided by law" since there are other provisions
of law relating to the removal of distilled spirits from:distilleries.

(2) The requirement of existing law (sec. 2878 (a)) that the
gauging should be performed by a storekeeper-gauger has been
changed to "under the supervision of the storekeoper-gauger."
This change would allow the gauging to be done by the distiller
under the supervision of the storekeeper-gauger. This change
conforms the practice and policy of registered distilleries to the
practice now carried on in alcohol plants and would make possible
a more efficient use of Government personnel.Sublsectio61is (b) and (c) are existing law (sec. 2878 (b) and (c)).

Subsection (d), which relates to gauging, marking and branding by
distillers of the spirits when withdrawn from the distillery, has been
changed from existing law (sec. 2878 (d)) to cover actual gauging and
also to provide that such marking, branding, and gauging be under the
"supervision" of the storekeeper-gauger rattler than under the "imme-
diate personal" supervision of such gauger.
Section 5194. Transfer of spirits at registered distilleries

This section corresponds to section 5194 of the House bill except
that your committeehas amended the fifth sentence of subsection (a)
by changing "on taxpayment" to "on determination of tax." This
change is necessary to conform this provision for withdrawal to the
revised method of taxpayment.
The section containsthe following important revisions in existing

law.
In subsection (a) (derived from sec. 2883 (a)) the restriction that

distilled spirits of 160° of proof or more produced at registered dis-
tilleries, including fruit distilleries, could be withdrawn for use for
beverage purposes only, has been deleted. The effect of this deletion
is to authorize the withdrawal of such spirits produced at registered
distilleries (including registered fruit distilleries) for certain non-

beverage uses such as flavoring of foods (rum and brandy are custom-
arily used in the flavoring of mincemeat, fruitcake, etc.) and the
manufacture of flavoring extracts and medicinal preparations. Under
existing law such distilled spirits produced at registered distilleries
(including registered fruit distilleries) could not be withdrawn for
such drawback purposes. Since rum and brandy are not produced at
industrial alcohol plants, this restriction deprived nonbeverage man-
ufacturers from obtaining such rum and brandy for their manufactur-
ing purposes. This change is consistent with the language of existing
law, which provides that distilled spirits produced in domestic regis-
tered distilleries and industrial alcohol plants may be used for the
designated nonbeverage purposes with benefit of drawback.

Subsection (a) has also been revised to include tank trucks in the
authorized means of transportation of distilled spirits from cistern
rooms in distilleries to internal revenue bonded warehouses or from
storage tanks in internal revenue bonded warehouses to other internal
revenue bonded warehouses. The experience in the use of tank
trucks obtained under national emergency transfer provisions (sec.
5217) has shown that this means of transportation may be used without
jeopardy to the revenue.
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Subsection (b), relattific to the destruction or denaturation of dis-
tillates containing fusel o|l or aldehydes, is existing law (sec. 2916).

Subsection (c), relating to transfer of rum for denaturation, is
existing law (sec. 2883 (c)).
Under existing law wine spirits of 160° of proof or more may be

transported in tank cars from cistern rooms of distilleries to internal
revenue bonded warehouse, but transportation of such spirits by tank
trucks is not permitted. Subsection (d) as revised would permit such
transportation.-
Paragraph (1) of subsection (e) represents existing law (sec. 2883

(d)) except that the statement "upon payment of tax" has been
changed to "upon determination of tax". This change was necessary
to conform this provision to the revised method of taxpayment.
Paragraph (2) of subsection (o) is a new provision authorizing vodka

and gin of any proof to be transferred in bond in tank cars and tank
trucks from distilleries to internal revenue bonded warehouses, and
the removal therefrom upon determination of tax, in tank cars and
tank trucks. Existing law precludes gin of less than 160° of proof and
vodka from being transported in tank cars and tank trucks. This is
a liberalizing change to facilitate the transportation of such spirits
under modern operating conditions.

Subsection (f) has been substantially revised from existing law (sec.
2883 (e)) to provide more latitude in the methods of transfer and the
types of containers authorized to be used for transporting spirits for
redistillation. Existing law restricts such removals by pipelines to
transfers from storage tanks in internal revenue bonded warehouses
and receiving tanks in distilleries to contiguous distilleries. This sub-
section eliminates the restriction in existing law that the proof of the
spirits transferred by pipeline be 160° or more and also permits the
transfer of spirits from any tank in the internal revenue bonded
warehouse. This subsection would permit the transfer of spirits
in any approved container for redistillation. These changes are of
a liberalizing character and are deemed to be desirable to facilitate
modern improved operations. Existing law also contains a restriction
that there must be a showing of need for redistillation. This require-
ment has been eliminated as unnecessary and unduly restrictive of
the distiller's operations.

Subsection' (g), empowering the Secretary or his delegate to pre.
scribe regulations,'is existing law (sec. 2883 (f)).

Subsection (h) is existing law (sec. 2883- (g)).
Section 6195. Restrictions relating to operations
,This section is identical with section 5195 of the House bill and

represents existing law.
Section 5196. Entry and examination of premises.
This section corresponds to section 5196 of the House bill and is

the same 'as that section except that :subsection (a) has'been amended
by deleting the' terin governmentt officer"hand bstBttiifit d lieu
thereof 8te'irm 'internal reveui' onffirs". Thi hgsbngebn
made in the interestofbitniforinity of langge.Numei'us otier'Do-
Visions of chapter 51 make p.visio fors-i rwision orispectioinfyinternal revenue officers. aThe term 4goveriiient offerss" in this
section was intended to refert internal revenue officers' and the
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foregoing change has been made in order that the language of the
various provisions will be consistent.
There have been combined into this section the five sections of ex-

isting law relating to entry and examination of distillery premises.
(See secs. 2820, 2827, 2828, 2830, and 2839.)
The existing law contains a limitation on the walls or fences which

can be erected on distillery premises and limits such fences or walls
to 5 feet in height, except upon specific permission from the Secre-
tary or his delegate. In a very large percentage of t, e cases this re-
(quirement has been waived. This limitation on the height of fences
and walls is not considered to serve any useful purpose. At the time
the restriction on the height of fences was inserted in the statutes the
distillers were not required to furnish keys to the premises. Since
Government oficers now have keys to tlhe premises, the fence re-
striction is no longer necessary nor desirable in view of the fact that
higher fences or wallsare needed to protect the premises against
trespassers, and this restriction in existing law has been deleted from
subsection (a), In addition, subsection (a) has been changed to
make it clear that the distiller must furnish the Secretary or his dele-
gate such keys to the Secretary or his delegate as may be required
by Government officers to gain access to the distillery premises and
structures. The present law merely provides for keys to the gates
and doors of the distillery, while under this subsection as revised,
the Secretary could require the furnishing of keys to any structure
on0 the premises. (Sec. 2826.)

Subsection (b), relating to the right of entry and examination of
distilleries, is existing law. (See. 2827.)

Subsection (c), relating to the furnishing of facilities and the giv-
ing of assistance to revenue officers in examining distillery premises,
is existing law. (Sec. 2828.)

Subsection (d), relating to authority to break up grounds or walls,
is existing law. (Sec. 2830.)

Subsection (e), relating to examination of worm tubs or condensers
in distilleries, is existing law. (Sec. 2839.)
Section 6197. Distiller's records and red'wns
This section corresponds to section 5197 of the House bill and is

the same as that section except that section 5197 (a) (1) (B) has been
amended :by deleting the term "any government officer" and sub-
stituting in lieu thereof the term "any internal revenue officer". This
change has been made in the interest of uniformity. of language.
Numerous other provisions of chapter 51 make provision for super-
vision or inspection by internal revenue officers. -The term "any
government officer" in this section was intended to refer to "any
internal revenue officer" and the foregoing change has been made in
order that the language of the various provisions will be consistent.

Into this section have been incorporated the various provisions
of law relating to the recordsand returns of distillers (sees. 2841, 2859,
and 2844). Existing law providii- for the special return of the
number of barrels distilled has been deleted as unnecesstra since such
information may be obtained under the provisions of this section.

Subsection (a) (1) relates to the keeping of records by the distiller
of his operations. The specific requirement that the records show
the name of the person to whom the spirits were sold was deleted
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from this paragraph since- such information is more appropriately
required under the provisions of subsection (a) (2). The provision
that the distiller record the kind of spirits produced and removed
has been added since this information is necessary for statistical
purposes and to assure adequate records of the identity of the products
distilled. The specific provision of existing law that a record of the
"proof" of the spirits be recorded has been deleted. However, under
this subsection the Secretary may, by regulations, require that addi-
tional particulars be stated in the records.
Paragraph (2) of subsection (a), relating to the records of wholesale

liquor dealers, requires the distiller to keep records of distilled spirits
of his own production disposed of by him, in a manner similar to the
records required of wholesale liquor dealers under the provisions of
section 5114. The time required for the keeping of such records in
existing law has been reduced from 4 years to 2 years to conform with
the provisions of section 6114 and to correspond with the period re-

quired for the keeping of distillers' basic records.
The existing law relating to the monthly return of distillers (sec.

2844) contains lengthy detail of the information to be contained on
the return and the form of oath under which the return must be sub-
scribed. Subsection (b) as revised has eliminated the specific oath
and the detail and provides that the distiller shall submit a monthly
return of operations of the preceding month, taken 'from his records,
in such form and manner and containing such information as the
Secretary or his delegate may, by regulations, require. The revised
subsection will enable the Secretary or his delegate to determine the
information to be submitted on the return.

PART III-GENERAL PROVISIONS RELATING TO DISTILLERIES AND
DISTILLED SPIRITS

Section 5211. Detention of casks, packages or containers on suspicion
This section corresponds to section 6211 of the House bill. Your

committee has amended this section to insert the words "determined
as required by law, or", after the words Ipaid or" where they appear
in the fourth line of this section as passed by the House' This amend-
ment is required by the change in' the method of taxpaying distilled
spirits. As section 5211 was worded in the House bill, an internal
revenue officer was authorized to detain any-package upon which
he had reason to believe the taxes imposed by law had niot been' paid.
Inasmuch as under the return system adopted in this bill many casks
or packages will be removed before they are taxpaid, it is felt that it
is necessary to include the term "determined" in order to protect
spirits legally removed. .
The section :is existing law (sec. 2804), except that in addition to

casks and packages it has been made applicable to other containers.
The internal revenue laws from time to time have been amended to
permit the packaging of distilled spirits in containers;other than casks
or packages,'aidit is' important that 'the detention of such containers
be authorized in the same manner as casks or packages.
Section 5:fS. Preventiona'/d-ec~tionof:.; ,

This section is identical ;ith section 5212of eouse bill .,
The section is etg law (sec. 2808), except that the reference to

fraud by distillers of spirits" has been deleted. The reason for the
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deletion is that the fraud may be committed by persons other than
distillers, such as warehousemen, etc.
Section ?f13. 1Return oj materials used in the manufacture of distilled

spirits
This section corresponds to section 5213 of the House bill, and

except for a technical correction, is the same as that section. Your
collimitteo has deleted the word "be" in the fourth line of subsection
(a) p)receding the word "regulations" and has substituted therefor
the word "l)y".
The section is substantially a restatement of existing law (sec. 2811).

The definition of "person" contained in existing law has been deleted
as unnecessary in view of the general definition of this term in the code.
The d(elinition of distilled spirits has been restated for the purpose of
clarity, but has not been changed in substance.
Section 621/4. Regulation of traffic in containers of distilled 8pirit8

'This section is identical with section 5214 of the House bill.
The section is existing law (sec. 2871), with the following exceptions:

(1) T'he parenthetical qualification "of a capacity of less than
5 wine gallons'" has been changed to "of a capacity of not more
than 5 wine gallons" and the words "at retail" have been deleted.
The effect of this change is to authorize the regulation of traffic
in containers of 5-gallon capacity or less, which are customarily
used for the packaging and transportation of untaxpaid distilled
spirits.

(2) The definition of distilled spirits in subsection (a) (1) has
been restated for the purpose of clarification tut there has been
no change in substance.

Section 6215. Exemption oj distillers of fruit brandy from certain
requirements

This 'section corresponds to section 5215 of the House bill and,
except for a technical correction, is the same as that section. Your
committee has deleted the word "spirit" on the seventh line of the
section from the statement "to such brandy or wine spirit spirits."
The section has been substantially revised from existing law to

eliminate detailed references to the kinds of fruits to which existing
law is applicable. The detailed recitation of fruits necessitated the
frequent amendment of this section. The section as revised extends
the exemption to brandy or wine spirits produced exclusively from
fresh or dried fruits or their residues, or the wine or wine residues there-
from, or any persons responsible therefor. In existing law (sec. 2825)
the:exemption was applicable only to distillers of the enumerated
fruits.
The section also makes provision for any scientific university,

college of learning, or institution of scientific research to produce,
receive: blend, treat, and store brandy or wine spirits without paMyentof tax for experimental or research use as authorized by regulation on
the filing of a bond. This is a new provision to facilitate research.
The provisions of existing law relating to the use of sweetened

grape cheese for distillation h been deleted and the provision has
been added that natural wines to which sugar or sweetening has been
added may be used as distilling material if the unfermented sugars
are not refcrmnnted. These changes would prohibit the use of added
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sugar as a distilling material in fruit distilleries in the production of
brandy or wine spirits.
Section 5216. Mash, wort and vineqar; vine.qqr factories

This section corresponds to section 5216 of the House bill. Your
committee has amended subsection (a) 'by inserting after paragraph
(3), paragraph (4) which provides authority for the Secretary or his
delegate to authorize by regulations removal of mash, wort or wash
from the distillery prior 'to distillation, if made! and fermented' in
carrying on a business (other thaA distilling? authorized by regulations
prescribed under section 5171 (a)'., Section '5171 (a) of this bill
amends existing law to provide that the Secretary or his delegate may
by regulations authorize such other businesses to be carried'on'by a
distiller on the distillery premises as the Secretary finds will not
jeopardize the revenue. One of the other businesses contemplated
by the provisions of section 5171 is the production of antibiotic drugs
which require fermentation. The antibiotic drugs would be removed
after fermentation from 'the distillery premises for further processing
and the amendment of section 5216 (a) made above is necessary in
order that such removal may be authorized.
The section makes the following changes in existing law (sec. 2834):

(1) The requirement of existing law. that a vinegar factory be
located 600 feet or more from a distillery or rectifying plant has
been deleted. This change is consistent with the deletion of a
similar restriction as to the location of distilleries in relation to
rectifyingplants.:

(2) The existing law prohibited the use of spirits or alcohol in
manufacturing any article unless the spirits or alcohol were pro-
duced in an authorized distillery and' (except in the case of; vine-
gar) the tax thereon :paid. In order to cover the conditions
created by the change in the method of taxpayment from pay-
ment by stamp to payment by. return, this was changed 'to re-
quire that 'the tax'be paid in such cases or "determined aS pro-
vided' by I'w." This is consistent with similar; changes' in' con-
nection with other sections relating to the taxpaymeant of spirits.

The reference to exemptions in the case of certain 'vingar factories
was deleted since no' such plants are now operating, and such exemp-
tion provisions have been deleted as obsolete.
SectinS17. Exemtins. relating townii emergency trasfes
This section is identical with section 6217 of the House bill anpd

represents no material change in existing law,

SUBCHAPTER C-INTERNAL REVENUE BONDED
WAREHOUSES :

PART I-ESTABLISHMENT ;

SActio': Sf`:A,,horty!,to',,' ,.l'..bi. :\ ,''V.,: i
.,

This section is identicallth section 531 o!teou.seoll.,,,:The section contains iprovisibns of existingl law ;(scs.2872, 2?8,73
and 2875) relating to the ,"tablisment of internal.revienue bonded
warehouses. Existinglawfiro1ids tor 'ohly'one t'' of 'Iarehute 'for
the6 stageo'f 'spirits producedat:a registered distillery t; eore,
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language relatingto distinctions between types of warehouses for the
storage of distilled spirits produced at registered distilleries has been
eliminated as obsolete.
The words "including a registered fruit distillery" were added to

the end of the first sentence of this section for the purpose of clarifica-
tion. This does not represent a substantive change in the law.
Section 6232. Bond requirements

This section corresponds to section 5232 of the House bill. Your
committee has revised the last sentence of subsection (a) to clarify
the language which if not amended might be construed as requiring
distilled spirits to be taxpaid within 8 years and thereby preclude
payment by return on spirits reaching the 8 year limit. The amend-
ment clearly requires distilled spirits to be withdrawn from internal
revenue bonded warehouses within 8 yeas from the date of original
entry, but the tax determined upon withdrawal from bond could be
paid by return at the time prescribed for filing such return. The
bond would be conditioned on such payment of the tax.
The section represents a major change in existing law (sec. 2879).

Due to the change in the method of tax payment of distilled spirits,
from payment by stamp to payment by return, it was deemed neces-
sary to provide additional security to protect the revenue.

Under existing law the maximum bond for an internal revenue
bonded warehouse is $200,000 and such bond is conditioned upon the
payment of the tax at the time of withdrawal of the spirits from
the warehouse and within 8 years from the date of the original entry
of the spirits into an internal revenue bonded warehouse. Under the
system of payment of the tax by stamp, as provided by existing law,
the tax is paid on the spirits before they are removed from the ware-
house. Under the system of payment of the tax by return the tax may
be determined upon withdrawal of the spirits from the warehouse and
the tax paid by return at some later date as specified by regulations.
Therefore, the warehouseman's bond as now drawn under existing law
would offer no protection to the revenue in cases where the tax was
determined upon withdrawal but was not actually paid by return
when due. In order to correct this situation the basic warehouseman's
bond (with a maximum of $200,000) has been conditioned on the
payment of the tax on the spirits as determined upon withdrawal of
the spirits from the internal revenue bonded warehouse on withdrawal
of the spirits within 8 years from the date of original entry and upon
compliance with all provisions of law and regulations relating to the
warehousing of distilled spirits.
As a further protection to the revenue an additional bond has been

provided for in all cases (except withdrawals without payment of
tax or transfers in bond) where the tax is not paid at the time of with-
drawal. No maximum limit has been placed upon this additional
bond. In cases of Warehousemen deferring payment, such ware-
housemen would post both bonds. If the tax determined upon
withdrawal was not paid when due, the Government could proceed
against either or both of the bonds. The form and penal sum of
the additional bond will be prescribed by regulations.
Section 6233. Establishment of bottting-in-bond department
This section is identical with section 5233 of the House bill and is

a cross-reference section only.
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PART II-OPERATION
Section 5241, Supervision of operations

This section is identical with section 5241 of the House bill.
The section combines the provisions of various sections of existing

law, insofar as they relate to the supervision of operations of internal
revenue bonded warehouses. (Sees. 2872, 2873, 2916, 4013.)

Subsection (a), relating to maintenance and supervision of internal
revenue bonded warehouses, is existing law.

Subsection (b), relating to the assignment of gaugers to internal
revenue bonded warehouses, is substantially a restatement of exist-
ing law. However, the requirement that gaugers be assigned to
"every" internal revenue bonded warehouse has been deleted since
in some cases it is only necessary to have gaugers at warehouses when'
spirits are entered or withdrawn and such entries or withdrawals
are made on an intermittent basis. With this change it will be pos-
sible for one storekeeper-gauger to supervise operations at more than
one warehouse as the need arises.

Subsection (c), relating to the records and returns to be kept and
submitted by storekeeper-gaugers, provides for the keeping of the
basic records of deposits and removals of spirits in internal revenue
bonded warehouses, and the statutory requirement for the keeping
of such records has been retained. However, statutory detail con-
tained in existing law has been: eliminated and left to regulations.
Also, the detailed requirements relating to the submitting of reports
by the storekeeper-gauger have been deleted and the provision included
that the storekeeper-gauger will submit such reports and in such form
and manner and at such time as the Secretary or his delegate may.
require.
Section 5a4g Deposit of ;pirits in warehouses

This section corresponds to section 5242 of the House bill and is
the same as that section except that your committee has amended.
section (b) (5) by deleting the letter (b) following the reference to.
section 5006 and substituting in lieu thereof the letter "(a).". This is
a typographical correction only. ,

Section 56,4. Bottling of distilled spirits in bond .
'

This section is identical with section 5243 of the House bill.
There has been- incorporated in this section the various provisions

Qf existing law relating to the bottling of. distilled spirits in bond.
The section, with the limited exceptions noted below, is a restate-
ment of existing law..: ... .
The provisions of exist law(sec. 2903), relating to bottledin bond:

strip. stamps, are contained in section 5Q08 (a),,:

Subsection(), relaVin to bWotl requirement represents existinglaw (secs.:2904-2910): with the followifg :.ceptio.:;., ;,-:,,'
(1), The requirement of existing law tiat the bottling be im the

presence of the storekeepetg-eer"as been caliged'to require hat
such battle be under the'supervision"ofithoreksieAp ig'er.

(2) The existing law state thatthei 'distiller' mitbottlesibond This has been chai'ed to:^arehouseman" may'Itbtl&Ii
bond.' The ifree to ,'d stiller" is 'bsolete since the bottinmg
is actually performed by the proprietor of the internal revenue
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bonded warehouse. Under provisions of existing law there is
only one class of warehouse, which is an internal revenue bonded
warehouse.

(3) The existing law limitation in the last sentence of subsec-
tion (b) that gin bottled in bond for export must be bottled at a

distillery, has been deleted as an obsolete restriction. The
bottling of spirits in bond is presently carried on exclusively in
an internal revenue bonded warehouse. (Sec. 2910.)

Subsection (c), relating to trade-marks on bottles, is existing law.
See sec. 2903 (g).

Subsection (d) is existing law, with the exception that the reference
to "whisky" .has been changed to "distilled spirits," since this require-
ment is construed as applicable to all distilled spirits bottled in bond.
See sec. 2903 (0.

Subsection (e), which relates to exportation of spirits bottled in
bond, is existing law. See sec. 2905.

Subsection (f) which relates to the effect of this section upon State
laws, is existing law. See sec. 2911.
Section 5244. Withdrawal of spirits upon determination of tax

This section is identical with section 5244 of the House bill.
A modification of the provisions of existing law (sec. 2882) has been

made to conform to the change in the method of taxpayment of dis-
tilled spirits. Section 5006 provides that the tax shall be determined at
the time the spirits are removed from bond, and section 5061 provides
that the tax on distilled spirits shall be paid by return (unless otherwise
provided by regulation). It is contemplated that a return may cover a
specific lot of spirits being taxpaid or may cover a number of lots of
spirits removed at intervals throughout a day, week, or month. Ac-
cordingly, removals of spirits cannot be conditioned upon taxpayment
at the time of removal. This section therefore provides that distilled
spirits may, upon determination of the tax, be withdrawn from the
warehouse. Further change has been made by eliminating details on
the application for withdrawal now prescribed by existing law and
authorizing the Secretary or his delegate to prescribe by regulation the
form of the application and the details to be shown thereon.
Section 5245. Withdrawal of spirits on origin guge

This section is identical with section 5245 of the House bill.
Existing law (sec. 2881) has been modified to permit any package,whether it is a package of distilled spirits withdrawn from receiving

cisterns, or a package filled from warehouse storage tanks, to be re-
moved on the original gauge. Further modification was made by
eliminating the 30-day storage period during which spirits could be
removed on the original gauge. Under the revised language, the spirits
could be removed on the original gauge at any time during the period of
storage. This liberalization of the law is not expected to result in any
loss of revenue and to the extent used will eliminate regauging.
Section 5246. Transfers of spirit in bond

This section is identical with section 5246 of the House bill.
Existing law (sec. 2875) authorizes the transfer of distilled spirits

between internal revenue bonded warehouses. Under this section,
transfers of spirits in bond between internal revenue bonded ware-
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houses may be' made in original packages, as authorized by existing
law, or in other packages or containers as prescribed by regulations.
Section 5247. Withdrawal of 8pirit8 for exportation
This section corresponds to section 5247 of the House bill. Your

committee has amended subsection (b). by deleting the words "the
name of" preceding the words "the collector of the port to whom the
spirits are to be consigned". It is often inconvenient for the exporter
to ascertain the name of the collector of the port to whom the spirits
are to be consigned and such information is not considered necessary.
The report of the House Ways and Means Committee states that

the change made above has been made. However, the text of the
section as passed by the House still contains the deleted words. The
change made by your committee conforms the language of the bill
to the statement in the House report. Your committee has amended
subsection (b) by deleting the word "ship" preceding the language "at
a port of exportation to .be made therein" and inserting in lieu thereof
the words "an export carrier". This change is considered desirable
since the distilled spirits may in fact be delivered on board an export
carrier other than a ship, such as a rail or motor carrier.

Existing law (sec. 2885 (a)) has been revised to eliminate excessive
statutory detail and to leave to regulations the determination of: the
evidence indicating exportation which will be required. Existing law
requires evidence of landing at the foreign port. Export procedures
under this section could now by regulation be made to conform to
procedures for exportation with benefit of drawback under section
5062 (b).
Subsection (a) contains the following changes in existing law:

(1) Specific provision has been' made for packages filled from
original casks or packages.. This change is consistent with the
last sentence in subsection (c).

(2) Provision is made imn the last sentence of subsection (a).that
the bonds given under this-section may be canceled or credited
upon the submission of such evidence, records, and certificates,
indicating exportation as the Secretary or his delegate shall by
regulations prescribe. Existing law requires proof of landing at
the foreign port or proof of loss at sea for cancellation of export
bonds.. .. ,.:

Subsection (b) is substantially a restatement of existing law (sec
2885 (b)); However .the requirement for statement of the name of
the collector of the port to whom the spirits are to be consigned has
been omitted as unnecessary.: :. .. .

Subsection (c) modifies existing law inAthe following respects:
(1) Existing law (sec. 2886) requires. the gauge of the spirits

prior to exportation bythe customs gauger. under this.subsection
the quantity of spirits entered for exportation will be required to
be determined by inspection or gauges regulations shall prescribe.
This ;woiild! permit the acceptance 6f the interhal revenue gauge
where no jeopardy to the revenue Would appearto bie involved..

(2) Existisglaw requires aitransportation bond . scoring
transportation of the spilt. tothesport of exportation, and
an export bond covering tlie exportation of! the spirits.: Under
this subsection, the giving of the additional export bond would
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be discretionary with the Secretary depending upon the evidence
of exportation which he requires.

(3) Existing law specifics the manner of cancellation of the
export bond and provides that it shall be canceled upon proof
of landing at the foreign port or of loss at sea. This provision had
been deleted and the cancellation of such bond would be under
the provisions of subsection (a).

(4) Existing law permits the withdrawal of spirits from bond in
"now" packages after recasking. The phraseology "in such pack-
ages as the warehouseman desires to export" has been substituted
for the word "new". This change was made for the purpose of
eliminating the inference that the exporting package must be an
unused container.

Subsection (d) has been changed from existing law (sec. 2888) to
eliminate the requirement that the distilled spirits or alcohol to be ex-
ported in tank cars must be of not less than 180 degrees of proof. The
restriction on the proof of exportation in such containers has been
deleted. This means that tank cars could be filled under the provisions
of section 5194 (a) with spirits of 160 degrees or more of proof and be
exporte(ld nder subsection (d) of this section.

Subsection (e), relating to losses, has been added for the purpose of
clarifying the application of the provisions of section 5011 (a). All
losses of distilled spirits while in bond (except losses of alcohol covered
by sec. 5011 (c)) are covered by 5011 (a). This subsection makes no
substantive change in existing law.
Section 6248. Withdrawal of spirits without payment of tax

This section is identical with section 5248 of the House bill and is a
cross reference section only.
Section 6249. Prohibited hours for removal of 8pimits

This section corresponds to section 5249 of the House bill. Your
committee has made a correction of a typographical error by changing
the reference "see section 6195 (d) (1)" to read "see section 5195 (b)"
Section 6250. Gauging, stamping and branding of spirits removed from

warehouses
This section is identical with section 5250 of the House bill.
The section contains the following changes in existing law (sec.

2884):
(1) The statement that the spirits upon which the tax had

been paid were to be gauged has been revised to make it clear that
the gauging precedes the determination or payment of the tax.

(2) The provisions of existing law relating to the marking and
branding of the spirits by the proprietor under the immediate
personarsupervision of the storekeeper-gauger has been modified
to state that such marking and branding shall be under the
"supervision" of the srekeeper-gager.

(3) A provision has been added to existing law to the effect that
the storekeeper-gauger shall determine the tax on the spirits at the
time they are gauged for removal for taxpayment. This change is
consistent with changes in other provisions which require that tax
be determined upon withdrawal of the spirits from the warehouse.
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Section V251. Blending of beverage brandies in internal revenue bonded
warehouses

This section is identical with section 6251 of the House bill and
refers to section 5023 for provision relating to the blending of beverage
brandies in internal revenue bonded warehouses.
Section 5622. Discontinuance of warehouse and transfer of merchandise
This section is identical with section 5252 of the House bill and

represents existing law. See section 2874.

SUBCHAPTER D-RECTIFYING PLANTS

PART I-ESTABLISHMENT
Section 5S71. Notice of business of rectifier
This section is identical with section 5271 of the House bill.
The following substantive changes in existing law (sec. 2812) have

been made in this section
(1) The provision requiring the rectifier's notice to contain the

statement that the premises were not to be located within 600
feet of premises authorized for distilling has been deleted. This
change is consistent with similar changes in other sections which
have deleted the 600-feet requirement.

(2) The basic information required by existing law to be stated
in the rectifier's notice has been retained. However, the exces-
sive detail has been omitted from the statute and provision made
that in addition to the specific information required in the statute,
the Secretary or his delegate may, by regulations, require addi-
tional particulars.

(3) Under existing law notices of change were required to be
given to the Secretary or his delegate within 24 hours. The time
of filing such notices of change has been left to regulations.

Section 5272. Bond
This section is identical with section 5272 of the House bill.
The section is in substance a restatement of existing law. (See

section 2801 (e) (1).) It was not found necessary to revise this sec-
tion due to the changeover of the method of taxpayment in order to
increase the Governments security, since under existing law the
penal sum of the bond and the conditions thereof are left to regulations.
Section 527S. Premises
This section is identical with section 5273 of the House bill and

represents existing law. -See section 2801 (e) (2).
Section 54. Sign required on premises -

This section is identical with section 5274 of the House bill.
The section is substantially a restatement of' eisteii law. See

section 2831i.. However,th requirement of existing hat the sign
be in gilt or oi colors of a specific size has been;omitted and the pro-
vision inserted that the sign should be posted in the manner and
form prescribed by regulations.
Section 75C7ir.osreferenwc

, This' section is identical witl section 5275 of thie House bill and con-
tains cross references to other provisions of law imposing requirement
upon rectifiers.
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PART II-OPERATION

Section 5281. Regulation of business of rectifier
This section corresponds to section 5281 of the House bill and

represents existing law (sec. 2801 (d) and (e)) with the exception that
your committee has revised the last sentence of subsection (a) for the
purpose of clarification. Under the provisions of the Federal Alcohol
Administration Act (49 Stat. 977 27 U. S. C. 205 (e)), bottlers of
distilled spirits, such as blended whisky, which contain neutral
spirits, are required to show the name of the commodity from which
the neutral spirits were distilled.
The last sentence of section 5281 (a) as it appeared in the House

bill could have been construed as being in conflict with the Federal
Alcohol Administration Act.

Since there is no intent that section 5281 (a) should in any manner
supersede or modify the labeling requirements of the Federal Alcohol
Administration Act your committee deemed it desirable to clarify
the language of subsection (a).
Your committee also made a change in paragraph (1) of subsection

(b) by striking out "5272 (a)" and inserting, in lieu thereof, "5273 (a)."
This is a typographical correction.
Section. 6282. Rectification of spirits
This section is identical with section 5282 of the House bill.
The section combines provisions of existing law relating to notice

of intention to rectify, gauging, and affixing of stamps to certain
rectified products.

Subsection (a), relating to notice of intention to rectify, in substance
represents existing law (sec. 2813), except that the requirement relat-
ing to the gauging prior to rectification has been omitted since this
requirement is covered under subsection (b).

Subsection (b), relating to gauging, branding, and stamping of
rectified spirits, represents existing law (sec. 2861), except that cer-
tain statutory detail relating to the information required to appear
on the stamp has been left to regulations.

Subsection (c), relating to the affixiig of stamps, is a restatement of
existing law (sec. 2862), except that the statutory requirement for
filling in all the blanks on the stamp has been deleted as unnecessary.
Section 6283. Examination of premises

This section is identical with section 5283 of the House bill.
The section makes applicable the provisions of section 5196 (c)

and (d), which require the giving of assistance to revenue officers for
examination of the premises and authorize revenue officers to break
up grounds or walls. This section represents, in substance, existing
law. See sections 2828 and 2830.
Section 5284. Prohibited hours for removal of distilled spirits

This section is identical with section 5284 of the House bill and is a
cross reference section only.
Section 6285. Records and returns
This section is identical with section 5285 of the House bill.
The section combines the provisions of existing law relating to

rectifiers' monthly returns and records of rectifiers as wholesale
dealers.
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Subsection (a), relating to monthly returns, is a simplification of
existing law. See section 2855. The specific detail, including the re-
quirement. of furnishing a copy of the return to the commissioner, has
been eliminated. Under this subsection the rectifier is required to file
a monthly return of operations of the preceding month, taken from his
records, in such form and manner and containing such information as
the Secretary or his delegate may, by regulations, prescribe. Tho
information required on the return will be taken from the records of
the rectifier. The keeping of records necessary to make the return
could be required.

Subsection (b), relating to the records of rectifiers or rectifiers as
wholesale dealers (section 2857 of existing law), has been revised in a
manner similar to the revision of section 5114, which describes the
records of wholesale liquor dealers. Under existing law the rectifier
is classed as a wholesale liquor dealer and is required by statute to
file summaries and transcripts. Under this subsection, transcripts
summaries, and copies of records would be rendered only as required
by regulations.
The requirement of existing law that the records prescribed by

subsection (b)' be kept for a period of 4 years, has been changed to 2
years in conformity with similar changes in other sections. Under
existing law these records are required to be kept at the rectifier's
place of business covered by the special tax stamp. This requirement
has been deleted since it has been found practical in some instances
to permit the records to be kept at the principal office of the rectifier.

SUBCHAPTER E-INDUSTRIAL ALCOHOL PLANTS,
BONDED WAREHOUSES, DENATURING PLANTS, AND
DENATURATION

PART I-INDUSTRIAL ALCOHOL PLANTS, BONDED WAREHOUSES, AND
DENATURING PLANTS

Section 5301. Establishment of industrial alcohol plants
This section is identical with section 5301 of the House bill and repre-

sents existing law. See section 3100.
Section 5802. Establishment of industrial alcohol bonded warehouses

This section is identical with section 5302 of the House bill and repre-
sents existing law. See section 3101.
Section 56303. Establishment of industrial alcohol denaturing plants
This section is identical with section 5303 of the House bill and repre-

sents existing law. See section 3102.
Section 6304. Alcohol permits

This section is identical with section 5304 of the House bill.
The section is existinglaw. See section 3114.
The conditioning of permits upon compliance with "this part" has

been changed to compliance with "this chapter" since certain pro-
visions formerly appearing in this part now appear elsewhere in the
chanter.
hAe reenactment of the last sentence of subsection (b), which states

that during the pendency of appeal 'from administrative revocation of
48599&-4---34
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a permit, such permit shall be revoked, is not intended to deprive
permittees of any rights which may have been derived from the
Administrative Procedure Act.
Section 6305. Regulations for establishing, bonding, and operation of

plants and warehouses
This section is identical with section 5305 of the House bill and

represents existing law. See section 3105.
Section 5306. Exemption oj industrial alcohol plants and warehouses

from certain laws
This section is identical with section 5306 of the House bill.
Existing law (sec. 3103) exempts industrial alcohol plants and

bonded warehouses established under the provisions of this part from
certain specified sections of the Revised Statutes as they existed on
October 28, 1919 (the date of enactment of title III of the National
Prohibition Act).

In view of the amendment of the various sections of the Revised
Statutes cited in existing law, and of the combination and rearrange-
ment of these sections, it is impossible to reenact existing law in its
exact form. However, the exemptions from rectification tax (by
virtue of exemption from sec. 5082) and from the special taxes imposed
by part II of subchapter A have been continued, and insofar as
practicable the Revised Statutes referred to have been appropriately
converted.

Since, under the terms of this section, it is possible to exempt by
regulations from "other provisions of law relating to distilleries and
bonded warehouses" or to embody in regulations any provisions of
the sections enumerated, the intent of this section has not been
changed.
Section 6307. Production, use, or sale of alcohol

This section is identical with section 5307 of the House bill.
Tlhe section is existing law (sec. 3106) except that the phrase "as

in this part provided" was dropped from the end of this section. The
provisions relating to the taxpayment of alcohol which formerly
appeared in this part are now contained in subchapter A and it was
therefore necessary to delete the above referred to limitation.
Section 6308. Transfer of alcohol to other plants or warehouses

This section is identical with section 5308 of the House bill and repre-
sents existing law. See section 3107.
Section 6309. Withdrawal of fermented liquors to industrial alcohol

plants
This section is identical with section 5309 of the House bill and

represents existing law. See section 3104.
Section 6310. Withdrawal of alcohol free of tax

This section is identical with section 5310 of the House bill and
represents existing law.
Section 5311. Importation of alcohol for industrial purposes

This section is identical with section 5311 of the House bill and
represents existing law. See section 3125 (a).
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Section 5312. Remission or refund of tax on alcohol for loss or leakage
This section is identical with section 5312 of the House bill and is a

cross-reference section only.
Section 5313. Powers and duties of persons enforcing this part
This section is identical with section 5313 of the House bill.
Subsection (a) is existing law. ' See section 3121 (a).
The provisions of existing law relating to the delegation of duties

to assistants have been deleted as unnecessary in view of the reorgani-
zation plans which gave such authority to the Secretary.

Subsection (b), relating to the power to secure records, is existing
law.
Section 5314. Officers and agents authorized to investigate, issue search

warrants, and prosecute for violations
This section is identical with section 6314 of tile House bill.
The section is existing law. See section 3117. The references to

title 18 of the United States Code have been changed to conform to
the new sections of revised title 18.
The reference to section 7302 has been inserted in this section

since it is derived from provisions formerly contained in "this part".
The authority under this section with regard to seizures under section
7302 has been preserved.
Section 6315. Compliance with court subpena as to testifying or produc-

ing records
This section is identical with section 5315 of the House bill.
The section is existing law. See section 3119.
The reference to section 5686 was inserted since the provisions

thereof are derived from a section formerly contained in "this part".
Section 5316. Form of affidavit, information, or indictment
This section is identical with section 5316 of the House bill.
The section is existing law. See section 3120. The reference to

section 5686 was inserted since the provisions thereof are derived
from a section which formerly appeared in "this part".
Section 6317. Applicability of other laws
This section is identical with section 5317 of the House bill.
Subsection (a), relating to the applicability of internal revenue

laws to this part, is existing'law. See section 3122. The reference to
section 5686 is inserted since it is derived from a section which
appeared in "this part".

Subsection (b) is existing law. See section 3121 (d).
Section 63818. Application of part to Puerto Rico and Virgin Islands
This section is identical with section 5318 of the House bill.
The section is existing law. See section 3123. The reference to

section 5686 is added since this section is derived from a section which
formerly appeared in "this part".
Section 6319. Definitions, etc.
This section is identical with section 53i9 of the House bill.
The section is substantially existing law. See section 3124. The

preface at the beginning of the section has been revised to include
reference to section 5686, which is the penalty section applicable to
"this part".
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Paragraphs (1), (2), :(3), (4), (60)i and (8) are existing law.
In paragraph (6), w which defines the term "bond," reference has been

made to bonds issued under part II of subchapter C of chapter 26 of
tihe Internal Revenue Code of 1939, as amended. The purpose of
including the reference to the 1939 Code is to make applicable the pro-
visions of this part to bonds issued under prior law and regulations
and to make it clear that the enactment of this part will not require
the supplanting of existing bonds with new bonds.

Paragraph (7) hlas been revised to include appropriate reference to
section 500 (a) (6). This addition does not represent a change in
existing law since section 500 (a) (6) was formerly contained in "the
part."
Paragraph (8) is existing law.

Section 5320. Cross references
This section is identical with section 5320 of the House bill and con-

tains references to other provisions of law relating to industrial alcohol.

PART II-DENATURATION

Section 6SS31. Withdrawal from bond tax free
This section is identical with section 5331 of the House bill and

corresponds to section 3070 of the Internal Revenue Code of 1939.
In reenacting these provisions your committee recognizes that

denatured alcohol has long been authorized for use in external liquid
medicinal preparations (including mouthwashes, gargles, nose drops,
and similar preparations) and it is not intended that this practice be
affected.
Denatured alcohol was first provided for in 1906. Other laws

dealing with denatured alcohol have been enacted since that time.
The latest enactment on that subject was title III of the National
Prohibition Act.

In the Internal Revenue Code of 1939 which was a codification
of all internal revenue laws, the denatured-alcohol provisions of the
Act of 1906 were incorporated as sections 3070 (a) and 3072 and the
provisions of the National Prohibition Act in that regard were incor-
porated as sections 3100-3116.

This proposed revised Internal Revenue Code as was stated by
the Ways and Means Committee is not a complete revision as to the
distilled spirits provisions. A task force of the Internal Revenue
Service is working with industry and further revision of the distilled
spirit provisions is to be reported for consideration at the next session
of Congress.
There is now pending in the courts litigation involving the con-

struction and interpretation of said sections 3070 (a), 3072, 3102,
and 3108 (a) of the 1939 Code. Pending further consideration in
the next Congress, said sections are reported for reenactment in this
code as sections 5331 (a), 5647, 5303, and 6310 (a). However, such
reenactment should not be considered in any way in the pending
litigation as to the meaning or interpretation to be given to existing
law.
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Section 5632. Recovery of spirits for reuse in manufacturing
This section is identical with section 5332 of the House bill, except

that the headnote has been amended by changing "Manufacture" to
"Manufacturing." This is a typographical correction.
The section is existing law with regard to alcohol. See section

3073. However, authorization, for the recovery of rum has been
added since it is believed that manufacturers using denatured rum
should have the same right to recovery extended to manufacturers
using denatured alcohol.
Section 5333. Sale of abandoned spiritsfor denaturation without collection

of tax
This section is identical with section 5333 of the House bill and

represents existing law. See section 3074.
Section 53S4. Cross references

This section is identical with section 5334 of the House bill and
contains references to other provisions of law relating to denatured
alcohol.

SUBCHAPTER F-BONDED AND TAXPAID WINE
PREMISES

PART I-ESTABLISHMENT

Section 6351. Bonded wine cellar
This section is identical with section 5351 of the House bill.
The section changes existing law (sees. 3031, 3040) in that premises

presently identified as bonded wineries and bonded wine storerooms
will be identified as "bonded wine cellars." Administrative difficulties
have been experienced in determining whether some premises should
be identified as "bonded wineries" or as "bonded storerooms.", This
section makes no distinction between premises on which untaxpaid
wines are stored or produced, except that a bonded wine cellar defi-
nitely engaged in the production of wine, upon application of the
proprietor and in the discretion of the Secretary or his delegate, may
be designated as "bonded winery."
Section 6352. Taxpaid wine bottling house

This section is identical with section 5352 of the House bill,
Under existing law the Government cannot supervise the bottling

of taxpaid wines or require that such bottlers maintain records
revealing the nature and extent of their operations. The lack of
such control has led to administrative difficulties as well as frauds
on the revenue and the consumer. This section will enable the
Government to have consistent requirements regarding the bottling
of wines regardless of whether the wines are bottled on bonded premises
or after taxpayment.
Section 65363. Bonded wine warehouse

This section is identical with section 5353 of the House bill.
The section will enable responsible warehouse companies or other

responsible persons to establish facilities on bonded wine cellar
premises for the storage of wines and allied products for credit pur-
poses. The proprietor of the bonded wine cellar will remain liable
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for the tax while the wine is so held for credit purposes. Under
existing law (sec. 3040) it was necessary that such credit warehouse
be established as a bonded wine storeroom, which necessitated the
warehouseman filing a bond and rendering reports covering operations
of a bonded wine storeroom. The change simplifies operations by
the warehouseman and the proprietor of the bonded wine cellar, as
well as the administrative handling by the Government.
Section 5354. Bond
This section is identical with section 6354 of the House bill,
The section makes three changes in existing law secss. 3031, 3040),

the first change is to state the minimum as well as the maximum
penal sum for bonds covering operations of bonded wine cellars.
The existing maximum of $50,000 is raised to $100,000 in such in-
stances where the tax liability on wine or wine spirits exceeds $250,000.
The second change is to provide for a bond in addition to that

referred to in the preceding paragraph where additional liability arises
as a result of taxpayment by return instead of stamp.
The third change is that the bond of the bonded wine cellar shall

apply whether the transaction or operation occurred on or off the
proprietor's premises. This change is to cover liability in respect to
wines in transit from one part of a bonded wine cellar to a noncon-
tiguous part.
Section 5355. General provisions relating to bonds
This section corresponds to section 5355 of the House bill, which

was a cross reference section relating to disapproval of bonds. Your
committee has changed the section from a cross reference to an
applicability section in order to make section 5551 specifically appli-
cable to bonds covering bonded wine cellar operations.
Section 5356. Application

This section is identical with section 5356 of the House bill.
The section makes two changes in existing law (sec. 3040).
It requires that a person desiring to establish a bonded wine cellar

or a taxpaid wine-bottling house must file an application and obtain
approval thereof prior to operations. Under existing law any person
desiring to establish a bonded winery or bonded wine storeroom is
required to file a notice which does not require approval prior to com-
mencement of operations. Also, anyone could bottle taxpaid wine
without filing a notice or obtaining permission from the Government;
Section 5357. Premises

This section is identical with section 5357 of the House bill.
The section makes one change in existing law (sec. 3040).
It requires that bonded wine-cellar premises be constructed and

equipped in such manner as to afford adequate protection to the rev-
enue, and recognizes the propriety of having portions of the premises
separated by territory not under the control of the proprietor subject
to regulations prescribed by the Secretary or his delegate. Existing
law merely required that the bonded winery or bonded-wine-storeroom
premises be described.
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PART 11II-OPERATIONS
Section 6561. Bonded wine cellar operations

This section is identical with section 5361 of the Flouse bill.
The section makes two important changes in existing law (sec.

3040). There are also clarifying changes.
The first change is to authorize the receipt on bonded wine cellar

premises of. taxpaid wines for return to bond, reconditioning, or
destruction. This will enable the proprietor to use the bonded
premises for the storage of taxpaid wines and the reconditioning of
such wines, subject to limitations prescribed by the Secretary or his
delegate. Existing law did not make provision for such operations
and it was necessary that taxpaid wines be stored off bonded premises.
This change will give winemakers more freedom of operations without
jeopardizing the revenue.
The second change is to authorize the use of the bonded premises

for operations conducted in a manner that will not jeopardize the
revenue or conflict with wine operations. This enables winemakers
to use equipment for the bottling of fruit juices, the preparation of
jellies, jams, etc., and thus avoid the expense of duplicating equipment
off bonded premises.
The clarifying changes are to recognize the propriety of manu-

facturinig 'on' bonded wine-cellar premises heavy bodied blending wines
for perfecting beverage wines according to standard, and Spanish-
type blending sherry for use by rectifiers in manufacturing blended
whisky. Although these operations are now permitted there has
been no clear basis in law for the production of these wines which
are not intended for consumption or sale as beverage wines.
Section 6562. Removals ofwines from bonded premises

This section is identical with section 5362 of the House bill.
The section makes three changes in the law. See sections 3037

and 3038.
The first change permits the tax-free withdrawal of wine from

bonded wine cellars for experimental or research purposes by a
university, college of learning, or institution of scientific research.
This will permit such institutions to obtain 'wines r6om various
bonded wine cellars for analysis, testing and research purposes, without
having to pay tax on the wine. This is similar in purpose to section
5042 (a) (3) which permits the experimental production of wine by
such institutions.
The second change permits the tax-free withdrawal of wine for

analysis or testing, organoleptically or otherwise. This has been
handled administratively so that winemakers not having laboratories
on the bonded premises could send wines to commercial laboratories
for analysis or testing.
The third change is to allow the tax-free withdrawal of wine by

the governments of the several States and Territories and the Dis-
trict of Columbia for analysis or testing in connection with the
sale of wines in their jurisdictions . ,: ,.

Provisions in existing law authorizing transferrs to other bonded
wine cellars, exportation, transfer to foreign trade.zones,: use on
vessels and aircraft, transfer to customs manufacturing warehouse,
transfer for manufacture of vinegar, transfer for use as distillng
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material, and use by the United States Goverument have been
retained.
Section 6363. Taxpaid wine bottling house operations
This section is identical with section 5363 of the Hoiuse bill.
The section makes one important change in existing'law.
Persons authorized to bottle taxpaid wine may mix together lots

of wine of the same kind and taxable grade to facilitate handling;
preserve, filter, and clarify wine; and conduct operations not in-
volving wine where such operations will not jeopardize the revenue
or conflict with wine operations. Under existing law any mixing
or blending of taxpaid wines must be done on premises of a rectifier
and be for the sole purpose of perfecting the wines according to
commercial standards to be exempt from the rectification tax. The
mixing of wines to facilitate handling would under existing law
require payment of the rectification tax of 30 cents a proof gallon.
This section enables bottlers, upon receipt of a new shipment of
wine, to deposit it in a storage tank with the remnant of a prior ship-
ment of the same kind of wine. It also enables the bottlers to pre-
serve wine by the use of approved materials or methods (such as
sulphur, pasteurization), and to filter or clarify wine to remove cloudi-
ness or sediment. Operations, such as the bottling of soft drinks,
may be carried on by taxpaid wine bottlers, if such is done in a way
not to interfere with determinations by Government officers regarding
the nature and extent of wine operations.
Section 6364. Standard wine premises
This section is identical with section 5364 of the House bill.
It requires that substandard beverage wine be produced and stored

on premises separate from those used for standard beverage wine.
The purpose for the separation is to make it difficult for the substitu-
tion of the substandard wine for the standard product. Under exist-
ing law substandard beverage wines, that is, wines in which water is
used in excess of limitations prescribed for standard wines, have been
produced on the same premises" as standard wines. This made it
comparatively easy for unscrupulous persons to substitute the sub-
standard product for the standard wine. This section would not
preclude the production or handling on standard wine premises of
distilling material, vinegar stock, blending wines, or wines fermented
to a high percentage of alcohol with excess sugar. Wines in the last
category conform to requirements for standard wines with the single
exception that the finished product has 14 percent or more of alcohol
after complete fermentation or complete fermentation and sweetening.
These wines usually contain about 16 or 16 percent of alcohol and are
now required to have on the label the explanatory information "fer-
mented with excess sugar."
Section 6365. Segregation of operations
This section is identical with section :5365 of the House bill.
There have been instances where artificially carbonated wine has

been substituted by unscrupulous winemakers 'for champagne or
other sparkling wine, thus perpetrating a fraud on the revenue and
on the consumer. There bave also been times When untaxpaid wines
have been substituted for taxpaid wines; The segregation of opera-
tions, where deemed necessary, will afford the Government better
control of operations.
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Section 6366. Supervi'ion
This section is identical with section 5366 of the House bill.
The section clarifies existing law (sees. 3034,3035, 3042) regarding

supervision of operations at bonded wine cellars and extends the au-
thority to taxpald wine bottling houses. Operations at some premises
do not require the same degree'of supervision as operations at other
premises. This section enables the Secretary or his delegate to vary
supervision at premises so long as the supervision is adequate to pro-
tect the revenues and is consistent with proper enforcement of this
subchapter.
Section 5367. Records
This section is identical with section 5367 of the House bill.
The section is consistent with requirements of existing law (sec.

3171) regarding records to be maintained and filed by producers of
wine, and extends the recordkeeping requirement to taxpaid wine
bottling houses.
Section 6368. Gauging, marking, and stamping
This section is identical with section 5368 of the House bill and

clarifies existing requirements of law (secs. 3030, 3040, 3041).
Section 5S69. Inventories
This section is identical with section 5369 of the House bill and is of

the same force and effect as the existing provision of law (sec. 3040).
Section 5370. Losses
This section is identical with section 5370 of the House bill.
The section makes two important changes in existing law (sec. 3039).
The first change is that all losses of wine on bonded wine-cellar

premises are allowable except losses due to theft occurring with con-
nivance, collusion, fraud, or negligence on the part of the proprietor,
owner, consignor consignee, bailee, or carrier or the agents or em-
ployees of any of them, or where the losses are due to unauthorized
voluntary destruction. Under existing law all losses of wine due to
theft or the voluntary destruction of marketable wine, have been
taxed. Where there is a loss by theft under the new law, the burden
of proof showing that the wine tax should not be collected lies with
the proprietor of the bonded wine cellar.
The other change in existing law is that it will no longer be necessary

for the proprietor of the bonded wine cellar to show that wine is
unfit for use as such or is unmarketable, to obtain destruction free of
tax. Good wine may be destroyed free of tax by the proprietor under
Government supervision or upon adequate notice to and approval by
the Secretary or his delegate.
Section 6371. Insurance coverage
This section is identical with section 5371 of the House bill.
The new section provides that allowance for losses of wine, refund

of tax, or relief from tax, shall be allowed only to the extent the claim-
ant is not indemnified or recompensed for the tax.
Sedtion 687. Sampling

This section is identical with section 5372 of the House bill.
This is a new provision of law. Winemakers have been allowed to

use wine on bonded wine cellar premises for analysis or testing;
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however, any tasting or sampling of wine free of tax by agents or
prospective customers has not been authorized. Under the new law
the use of wine free of tax for tasting and sampling on bonded wine-
cellar promises will be permissible under limitations prescribed by
regulations.
Section 5373. Wine spirits
This section corresponds to section 5373 of the House bill. Your

committee has amended paragraph (2) of subsection (b). The lan-
guage of subsection (b) (2) as passed by the House lends itself to
interpretation that the proprietor of a bonded wine cellar may remove
unused wine spirits without regard to the limitation stated in the
Federal Alcohol Administration Act (27 U. S. 0., sec. 206) regarding
persons who may receive distilled spirits in bulk. The paragraph
has been amended by your committee so that there may be no doubt
as to the intent not to change existing law.

This section makes six important changes in existing law (sees.
3031, 3032, 3036).
The first change is that it prescribes limitations as to proof of

brandy or wine spirits which may be used in the fortification of wine.
This is done to prevent the watering of wine under guise of a legiti-
mate operation. Brandy may have a proof as low as 80 degrees.
Unscrupulous distillers could reduce the distillation proof of brandy
or wine spirits by the addition of water and thus defeat the limitations
imposed by sections 5383 and 5384 regarding the addition of water
in the production of natural wines. The limitation as to proof does
not apply in respect to brandy aged in wood for a period of at least
2 years and barreled at not less than 100 degrees proof. Winemakers
desiring to circumvent the limitation regarding the use of water
would not use such brandy.
The second change is that wine spirits may be added to grape juice

or to concentrated grape juice to be used in the cellar treatment of
wine. This facilitates the use of grape juice and concentrated grape
juice for such purpose. Basically, it is not a material departure
from practices under existing law, since grape juice containing one-half
of 1 percent or more of alcohol is, for accounting and taxing purpose,
considered wine.
The third change is to permit the use on bonded wine-cellar premises

of tax-free brandy, or wine spirits in the preparation of dosage for
sparkling wine or the preparation of alcoholic essences for use mn the
manufacture of vermouth or other special (flavored) natural wines.
Under existing law only taxpaid distilled spirits could be used for these
purposes. The volume of brandy or wine spirits so used is very small.
The fourth change is that where the proprietor has used wine

spirits in actual wine production, but in violation of requirements
of this subchapter, he is given credit for the brandy the same as if
he had used it within the limitations, provided he shows he did not
knowingly misuse the wine spirits in wine production. A statement
regardingthis credit is made under section 5391.
The fifth change is that wine spirits withdrawn by the proprietor

of a bonded wine cellar and not used in wine production may be
transferred to another bonded wine cellar. This facilitates the dis-
positidn of wine spirits for which a winemaker no longer has use.
Existing law authorizes the return of wine spirits to internal revenue
bonded warehouses or taxpayment (sec. 3034).
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The sixth change is that samples of brandy or wine spirits are
authorized to be withdrawn free of tax from any registered fruit
distillery,;internal revenue bonded warehouse, bonded wine cellar, or
authorized experimental premises, for analysis. or testing. Existing
law (sec. 3037) does not specify the kind of premises from which such
samples may be withdrawn. I

PART III-CELLAR TREATMENT AND CLASSIFICATION OF WINI,:S

Section 5381. Natural wine
This section is identical with section 5381 of the House bill.
The section is a clarification and simplification of existing law

secss. 3036, 3044, 3045) by merging into a single definition existing
definitions for pure sweet wine, natural grape wine, wine, and fruit
and berry wines. The definition, instead of placing a limit on the
quantity of sweetening material which may be added, substitutes
a limit of 21 percent by weight on the total solids content of the
finished wine. This maximum solids content could be attained under
existing law.
Section 5382. Cellar treatment of natural uwine

This section is identical with section 5382 of the House bill.
The section makes eight important changes in existing law (sees.

3036, 3044).
The most important change is authority to use methods and

materials to correct and stabilize wine, or the fruit juice from which
it is made so as to produce a finished product acceptable in good
commercial practice. The test of permissible cellar treatment in
existing law is "usual" cellar treatment.' The new test is "acceptable
in good commercial practice." Under this section a practice or pro-
cedure not heretofore authorized must be shown to be a good com-
mercial practice. The mere showing by a winemaker that he has used
a method or material or that some other person has used it would
not in itself be an adequate showing.

The second change is that unconcentrated as well as concentrated
fruit juice may be used in the cellar treatment of wine. Existing law
authorizes the use of concentrated juice. Wine spirits or brandy
may be added to the juice or to the concentrated juice prior to' its
addition to the wine. This will facilitate the preparation of a wine
conforming to commercial standards.
The third change is to authorize grape juice having an unusually

high solids content to be reduced with water to 22 degrees solids by
weight. This enables the production by complete fermentation of
a dry (not sweet) wine having less than 14 percent of alcohol. Grapes
in some regions have an abnormally high sugar content.
The fourth change is to specifically provide for the preparation

of still wine for refermentation, and the preparation of dosage, in
the production of champagne and other sparkling wines. The only
reference in existing law to champagne and other sparkling wine is
the imposition of the tax thereon.
The fifth change is to permit any blending on bonded wine cellar

premises of wines made from the same kind of fruit. For accounting
purposes the mixing of juice or concentrated juice to which wine
spirits have been added, with wines is considered a blending of wines.
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Existing law permitted the blendingof wines on bonded winery prem-
ises only for the purpose of perfecting wines according to commercial
standards. Administration of the existing limitation has been diffi-
cult and unsatisfactory since the question of what constitutes perfect-
ing according to commercial standards is highly debatable. Under
the new law the winemaker may use his discretion in blending together
wines made from the same kind of fruit, subject to the appropriate
labeling of the blended product.
The sixth change is a specific authority to use acids to correct

natural deficiencies and to stabilize wine. While the addition of
acids to wine is not specifically authorized by present law (sec. 3036),
such collar treatment has been determined to be necessary in some
regions to produce a grape wine conforming to generally accepted
standards for wines. California grapes are comparatively low in
natural acids. Occasionally, because of soil and climate conditions
the acid content of the grapes is abnormally low. Acids must be
added to wine produced from such grapes, to stabilize the wine as
well as to make it conform to accepted standards.

lThe seventh change is to recognize the propriety of the natural
darkening of juice or wine. Existing law is silent on this subject and
administrative difficulties have been encountered in respect to the
baking of wine and the concentration of fruit juice. This change in
the law contemplates no more than an incidental caramelization of
sugar during the baking of wine or concentration of juice. It does
not authorize the addition of caramel as such or the purposeful cara-
melization of concentrate intended for use in the cellar treatment of
wine.
The eighth change in the law is the specific authorization for the

Secretary to prescribe limitations on the preparation and use of
clarifying, stabilizing, preserving, fermenting, and corrective methods
or materials to the extent that such preparation or use is not accept-
able in good commercial practice. Existing law is silent on this
subject and much difficulty has been experienced in determining
acceptable practices.
Section 5388. Amelioration and sweetening limitations for natural grape

wine
This section corresponds to section 5383 of the House bill. Your

committee has amended paragraph (1) of subsection (b) to read as
follows:

"(1) Any natural grape wine of a winemaker's own production
may, under this subsection, be ameliorated to correct high acid
content, and,whether or not ameliorated, may be reserved as
herein provided."

This change is for clarification and was made to make paragraph (1)
consistent with paragraph (2) of subsection (b) and the intent of
section 5383.
The section makes seven important changes in existing law (sees.

3036; 3044).
Thile first change is to allow the addition of pure dry sugar to the

extent necessary to have a sugar solids content not exceeding 10
percent of the weight of the wine. Such a limitation is approximately
the equivalent of existing law which permits the addition to wine of
sugar not exceeding 11 percent of the weight of the wine. The change
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was made because a test of the finished product must be made in any
event to determine whether the wine conforms to standards acceptable
in good commercial practice.
The second change is to allow addition to the juice or to the wine

of sugar and water, separately or in combination, instead of the
existing authority to add a sugar-water solution where high acid
grapes are used. The limitations, that the ameliorating material
shall not exceed 35 percent of the volume of the resultant product
and that the acid content may not be reduced below five parts perthousand, are retained. The limitation as to acid content is clarified
by requiring that the calculation must be made before fermentation
and as tartaric acid.
The third change is to raise the 13 percent alcohol limitation after

complete fermentation or complete fermentation and sweetening to
"less than 14 percent." This is a logical limitation since wine contain-
ing more than 14 percent of alcohol is subject to a higher rate of tax
than wine having not over 14 percent of alcohol.
The fourth change is that where wines are to be further sweetened

or have wine spirits added they are required to be accounted for in a
"reserve inventory." The change was made to permit a determina-
tion on an overall basis, rather than on an individual lot basis, of the
amount of sugar available for further amelioration or sweetening.
The fifth change deletes the existing authority to employ unused

sugar-water solution, not used in amelioration, for sweetening purposes.
Instead, the use of an equivalent weight of dry sugar for sweetening
in the reserve inventory is authorized. The wines may not in any
event have a higher solids content than is authorized under existing
standards. The limitation in existing law that sweetening material
may not be added after fortification has been deleted.
The sixth change is to authorize the blending of lots of wine and

the addition of wine spirits while wine is being held for further sweeten-
in the "reserve inventory."
The seventh change is to require winemakers holding wine for

further sweetening to maintain and balance accounts as to wine in
the "reserve inventory." Winemakers need not use the "reserve
inventory" unless they desire to further sweeten their high acid wines
or add wine spirits.
Section 65384. Amelioration and sweetening limitations for natural fruit

and berry wines
This section corresponds to section 5384 of the House bill. Sub-

section '(b) (2) of this section provides that the provisions of section
5383 (b), with certain exceptions not here pertinent, shall apply to
the treatment of fruit and berry wines. The amendment of section
5383 (b) (1) made by your committee necessitated for clarity a cor-
responding amendment of section 6384 (b) (1) by your committee to
read as follows:

"(1) Any natural fruit or berry wine (other than grape wine)
of a winemaker's own production may, if not made under sub-
section (a) of this section, be ameliorated to correct high acid
content, and, whether or not ameliorated, may be reserved as
herein provided. Separate reserve inventories shall be estab-
lished for wines made from each different'kind of fruit."
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Section 5386. Specially sweetened natural wines
This section is identical with section 5385 of the House bill.
The section makes an important change in that it recognizes an

extremely sweet wine as a standard wine. _There is no similar pro-
vision in existing law. Winemakers were permitted to make such
wines (usually by fermenting to over 14 percent alcohol and reduc-
ing the alcohol below that degree with sweetening sugar) but since
sugar was used in excess of limitations authorized for standard wines,
the wines were required to be classified as nonstandard wines. The
commercial labels on such wines must appropriately disclose that the
product is unusually sweet.
Section 6386. Special natural wines

This section is identical with section 5386 of the House bill.
The section changes existing law (sec. 2801 (e) (4)) by extending

the privilege of manufacturing vermouth and aperitif wines to other
wines which derive their flavor from herbs, spices, aromatics, etc. It
is not the intent of this section to authorize the production of fruit
flavored wines, such as a blackberry flavored grape wine. Under
existing law flavored wines other than vermouth and aperitif wines
may be made only at a rectifying plant subject to the payment of the
30 cents a proof gallon rectification tax.
Section 5387. Agricultural wines

This section corresponds to section 5387 of the House bill. Your
committee has amended subsection (a) by inserting the words "the
juice of" before the word "fruit" where it appears in the first line of
this subsection. It is intended that this section of law cover, among
other wines, wines made from dri6daifruit. This change has been
made for the purpose of making clear this intent.
These wines are not specifically referred to in existing law. This

addition to the law enables the setting up by regulations of standards
for agricultural wines after experience has shown to what extent pro-
visions of law relating to natural wines should be considered applicable.
Uniform limitations cannot be prescribed for all agricultural wines.
Limitations consistent with good commercial practices in respect to
the production of dried fruit wines could not be prescribed for other
wines, such as honey wine, rhubarb wine, etc.
Section 6388. Designation of wines

This section is identical with section 5388 of the House bill.
The section is a change in existing law (sec. 3044) in that it extends

the provision with respect to appropriate labeling or marking to all
standard and substandard wines to prevent confusion or misunder-
standing regarding the kind of wine.

PART IV-G ENERAL

Section 5391. Exemption from rectification and spirits taxes
This section is identical with section 5391 of the House bill.
The section contains two important changes in existing law (sees.

2801 (c); 2801 (e) (3); 3031 (a)).
The first change is that a specific declaration is made that wine-

makers adding material to wine or otherwise treating wine, within the
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limitations prescribed by wine law, are not subject to the taxes im-
posed in respect to rectified spirits and wines. This is generally true
under existing law, but it is not clearly stated.
The section contains a provision new to internal revenue law.

This would also exempt from rectification and distilled spirits taxes
the winemaker who adds material to wine or treats wine in violation
of law but shows he did not knowingly violate the law. The reason
for this exemption, where the winemaker did iiot knowingly violate
the law, is that these tax liabilities are in the nature of an enforce.
ment aid rather than a specific source of revenue. For example, if
under the provisions of section 5383 a winemaker were entitled to use
sugar and water in an amount of 100 gallons but due to miscalcula-
tion or other mistake added 110 gallons and then fortified the wine
with wine spirits, existing law would make the winemaker liable for
tax of $10.50 for each proof gallon of wine spirits used and, in addi-
tion, a rectification tax of 30 cents a proof gallon on the entire lot of
wine produced. Such a tax liability would be far out of proportion
to the gravity of the offense. This section of law relieves the wine-
maker of such tax liability where he shows he did not knowingly
violate the law. He is still liable under the penalty provisions for
violating the law, and the wine tax is collected in the usual manner
upon removal of the wine from bond. Heretofore, it has been the
practice to compromise tax liabilities of the type described, where the
violations were technical or there was doubt as to liability, and the
violations were not willful or with intent to defraud.
Section 5392. Definitions

This section is identical with section 5392 of the House bill.
The definitions given in this section are not in existing law relating

to wine (sees. 3030-3045). They have been added for purposes of
clarification.

SUBCHAPTER G-BREWERIES
It is the intention of your committee that wherever in this sub-

chapter the Secretary or his delegate is authorized to prescribe regu-
lations, such authority shall be exercised only to the extent "necessary
to protect and insure collection of the revenue."

PART I-ESTABLISHMENT
Section 5401. Qualifying documents
This section corresponds to section 5401 of the House bill with the

exception of two changes which were made by your committee.
Subsection (a) relating to the notice filed by brewers before com-

mencing or continuing business in substance represents existing law
(sec. 3155 (a)) except for the form and contents of the notice have
been left to the regulations prescribed by the Secretary or his delegate.
Your committee restored the language contained in existing law which
has been construed as authorizing the Secretagr or his delegate to
require notice of changes in ownership br operation by brewers since
such information is of material value with regardto he brewer's bond.

Subsection (b) represents existing law (sees. 3153 (b) and 3155 (b))
with the following exceptions:
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(1) The maximum penal sm of the brewer's bond, which
under existing law is $100,000; '4hLs been eliminate(l. The reason
for tllis change is that the liability of the bond has been increased
and it may be necessary to increase the Government's security.
Under existing law the tax on beer is paid by stamps when the
beer is removed for consumption or sale, and therefore the risk
of the surety is limited to possible fraud on the part of the
brewer. Under the method of tax payment by return provided
for in section 5061, it may be .necessary for the surety to under-
write a much greater liability.

(2) The second change in this Sibsection is that the cond(lition
of the brewer's bond has been enlarged to include liability for
beer removed for export and liability for beer received from
other breweries operated by the same brewer. This first enlarge-
ment. eliminates the necessity for separate export bonds required
by existing law (sec. 3153 (b)). The second enlargement covers
a new provision of removals from one brewery to another belong-
ing to the same brewer, which is granted by section 5414.

Your committee amended subsection (b) to conform to the change
made in section 5053 (a) relating to the exportation of beer. The
effect of this change is to condition the brewer's bond upon exporta-
tion of beer rather than delivery of such beer to custom's custody.
Section 5402. Definitions

This section is identical with section 5402 of the House bill and gives
the word "brewery" the same meaning as the words "brewery premises"
as set forth in section 3158 of existing law.
Section 5403. Cross-references
This section is identical with section 5403 of the House bill and

contains cross-references to sections of law applicable to the establish-
ment of breweries.

PART II-OPERATIONS

Section 5 11. Use of brewery
This section is identical with section 5411 of the House bill.
The section makes two major changes in existing law (sec. 3158).

The first change authorizes the use of brewery premises for producing
and bottling soft drinks and for such other purposes as the Secretary
may find will not. jeopardize the revenue. Bottling and canning equip-
ment is very expensive, and, in many cases, cannot be operated at full
capacity in thle bottling of beer. By allowing the use of such equip-
ment for bottling soft drinks and similar products, the maximum
benefit of this expensive equipment can be realized and the overhead
of the plant reduced.
The second change in existing law provides that beer and cereal

beverages shall be bottled only min the brewery bottling house, which
shall consist of a separate portion of the brewery designated for that
purpose. This provision would, however, permit a connecting door-
way between the bottling house and other portions of the brewery.
With proper regulatory requirements, it would appear that such a
connecting door would not jeopardize the revenue.
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Section 5412. Removal oj beer in containers or by pipeline
This section is identical with section 5412 of the House bill,
The section is a substantial restatement of existing law (sec. 3104)

except that it leaves to regulations the manner of marking and brand-
ing hogsheads, barrels, and kegs in which beer is removed from brew-
eres. The authority to remove beer by pipeline to a contiguous in-
dustrial alcohol plant provided in existing law (sec. 3155 (f)) is retained
without change.
Section 6413. Brewers procuring beer from other brewers

This section is identical with section 5413 of the House bill and
represents existing law. (See the proviso portion of sec. 3155 (f).)
Section 5414. Removals from one brewery to another belonging to same

brewer
This section is identical with section 5414 of the House bill.
The section authorizes a brewer owning two or more breweries to

remove beer untaxpaid from one plant to another under such regula-
tions as the Secretary shall prescribe. This section further provides
that the brewery to which the beer is removed shall pay the tax on
such beer in the manner provided by section 5061. AlI such transfers
will be covered by the brewer's bond. Existing law does not provide
for such transfers in the case of beer, However, the authority granted
under this section is comparable to existing provisions in bond transfers
of wines and distilled spirits. Transfers of beer under this section
would be covered by the brewer's bond.
Section 5415. Records and returns
This section is identical with section 5415 of the House bill.
The section is a restatement of existing law (sec. 3155 (c)), except

that it leaves to regulations the details concerning records to be kept.
It provides further that such records shall be maintained for a period
of at least 2 years and shall be available for inspection by internal-
revenue officers during business hours.
Section 56416. Definition
This section is identical with section 5416 of the House bill.
The section defines the' word "bottle" to include cans and other

similar containers as a matter of convenience and to avoid unnecessary
repetition of the word "can" in other sections of the statute.

SUBCHAPTER H-MISCELLANEOUS PLANTS AND
WAREHOUSES

PART I-VINEGAR FACTORIES
Section 5501. Establishment and operation
This section is identical with section 5501 of the House bill and is a

cross-reference section only.
Section 5502. Distilled vinegar
This section is identical with section 5502 of the House bill and rep-

resents existing law. See section 31i0.
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PART II-VOLATIrE FRUIT-FLAvoR CONCENTRATE PLANTS
Section 55/1. IEstablishmcnt and operation

This section is identical with section 5511 of the House bill and rep-
resents existing law. See section 3182 (a).
Section 5512. Control of products after tax-free manufacture

Thllis section is identical with section 5512 of the House bill and is a
cross-reference section only.

PART III-MANUFACTURINa BONDED WAREHOUSES

Section 5521. Establishment and operation
Tils section corresponds to section 5521 of the House bill. Your

committee has made a technical correction in paragraph (1) of sub-
section (d) by inserting a comma on the fourth line after the word
"delegate" and preceding the word "without". This correction does
not alter the meaning or intent of the language but is necessary for a

proper reading of the sentence.
The section is existing law (sec. 3177 (a)), except that the provi-

sions of paragraph 2 of subsection (d) have been revised to conform
to current customs procedures.
Section 6522. Withdrawal oj distilled spirits to manufacturing bonded

warehouses
This section corresponds to section 5522 of the House bill. Your

committee has amended subsection (b) by deleting the cross-reference
and substituting therefor a provision making section 5011 (a) speci-
fically applicable to losses of distilled spirits withdrawn for transporta-
tion to manufacturing bonded warehouses. This change makes
section 5522 (b) consistent with the provisions of section 5247 (e) and
does not change the intent of the language but is merely for purposes
of clarification.

Subsection (a) "Authorization" represents existing provisions of law
for the transfer of spirits to customs manufacturing warehouses,
except that the limiting requirement that the withAdrowals shall be in
original packages only has been deleted (sec. 2891 (a)' This change
is consistent with present provisions of existing law 3lating to the
withdrawal of distilled spirits from internal-revenuc bonded ware-
houses for other purposes. The Secretary or his delegate will be
authorized to prescribe by regulations the methods by which spirits
may be removed from an internal-revenue bonded warehouse to a
customs manufacturing bonded warehouse.

Subsection (b) specifically makes applicable to losses during trans-
portation to manufacturing bonded warehouses the provisions of sec-
tion 5011 (a) relative to allowance for losses of distilled spirits in bond.
Section 6523. Special provisions relating to distilled spirits and wines

rectified in manufacturing bonded warehouses
This section is identical with section 6523 of the House bill.
Section represents existing provisions of law (see. 3178), except

that the words "or packaged" have been added in the phrase "which
are reduced in proof and bottled or packaged in such warehouses."
The purpose of this change is to permit reduction in proof and pack-
aging in manufacturing bonded warehouses.
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SUBCHAPTER I-MISCELLANEOUS GENERAL'
PROVISIONS

Section 5551. General provisans relating to bonds
This section is identical with section 5551 of the House bill and rep-

resents existing law. See section' 28156 (c), (d), and (e).
Section 5552; Installation of meters, tanks and other apparatus

This section is identical with section 5552 of the House bill.
The existing law (sec. 2829) authorizes the Secretary or his delegate

to require at distilleries, breweries, rectifying plants or wherever else
in hisjudgment such action may be deemed advisable, meters, tanks
etc. The statement "wherever else" is too vague and has been changed
to read "at any other premises established pursuant to this chapter"
for purposes of clarification.
Section 55653. Supervision of premises and operations

This section is identical with section 5553 of the House bill.
Subsection (a), relating to the assignment of storekeeper-gaugers,

gives clear statutory basis to the Secretary or his delegate for the
assignment of gaugers to any premises established under the provisions
of this chapter. This is a clarification of existing law and makes no
substantive change.

Subsection (b), relating to the functions of storekeeper-gaugers, has
been inserted for the purpose of clarifying the meaning of the term
"storekeeper-gauger" as used in this chapter.
Section 5564. Pilot plant operations

This section corresponids to section 5854 of the House bill except
that provision has been made for waiver of provisions of chapter 26
of the Internal Revenue Code of 1939 since your committee has made
this section effective on date of enactment.
The section would permit the Secretary or his delegate to: use, with

the approval of the proprietors, certain plants, such as distilleries, as
a basis for experimentation in the development and testing of improved
methods of governmental supervision, and would authorize the waiving
for such temporary pilot or experimental operations, of such regulatory
provisions of this chapter, or of chapter 26 of the Internal Revenue
Code of 1939, as may be necessary to conduct such temporary pilo
or experimental operations.
Section 5555. Records, statements, and returns
This section is identical with section 556655 of the House bill.
Subsection (a) is existing law (section 3171) except that the words

"or for the affixing of any stamps required to be affixed by this chap-
ter" have been inserted for the purpose of giving clear statutory au-
thority over persons who bottle or package taxable products after with-
drawal from bond and who affix thereto stamps evidencing the tat or
compliance with the provisions of this chapter. This provision is
considered a definite protection to the revenue since it is essential that
some control be maintained over persons who bottle or package taxable
articles and affix thereto stamps prescribed by law. This subsection
would have particular application in the case of distilled spirits battled
After determination or payment of tax and to which were affixed strip
stamps provided for in section 5008 (b). Such operations are pres-
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ently controlled by regulations based upon constructive statutory
authority for the enforcement of existing provision of law. How-
ever, it is deemed desirable to make the statutory basis for such regu-
lations more specific.

Subsection (b) is a new provision authorizing the Secretary or his
delegate to waive, by regulation in whole or in part, the requirement
for the making of any statement, record, or return when he deems such
requirement to no longer serve a necessary purpose. This provision
is considered highly desirable in view of the large number of records
and returns required to be made under this chapter. It has been
found that due to changing conditions, records or statements which at
one time served a useful purpose may no longer be of value or are
superseded by some other requirement. It has also been found that
in certain cases the specific detail required to be shown on certain
records or returns is no longer of value. It has been impossible in
the past to eliminate such detail or requirements, even when obsolete,
without specific legislative action.
Section 5556. Regulations

Thllis section is identical with section 5556 of the House bill and
represents existing law. See section 3176.
Section 55657. Other laws applicable
This section is identical with section 5557 of the House bill.
The chapter on distilled spirits, uines, and beer contains certain

specific administrative and procedural requirements, and it is intended
that in case of inconsistency between the general provisions contained
in subtitle F, the specific provisions in this chapter should govern.
However, to the extent to which they are not inconsistent with the
provisions of this chapter it is intended that the general provisions of
subtitle F, relating to procedure and administration, have full force
and effect insofar as this chapter is concerned. This section has been
made applicable to chapters 52 and 53 in a like manner.

SUBCIIAPTER J-PENALTIES, SEIZURES, AND
FORFEITURES RELATING TO LIQUORS

PART I-PENALTY, SEIZURE, AND FORFEITURE PROVISIONS APPLICA-
BLE TO DISTILLING, RECTIFYING, AND DISTILLED AND RECTIFIED
PRODUCTS

Section 5601. Penalty and forfeiture for possession oj unregistered still
or distilling apparatus

This section is identical with section 5601 of the House bill and
changes section 2810, Internal Revenue Code (1939), only to the extent
of omitting the minimum fine and imprisonment.
Section 6602. Penalty and forfeiture for setting up 8stil without permit

This section is identical with section 5602 of the House bill and repre-
sents existing law.
Section 6603. Penalty for failure or refusal of distiller or rectifier to give

notice of intention to engage in such business
This section is identical with section 5603 of the House bill and

changes section 2812, Internal Revenue Code (1939), only to the ex-
tent of omitting the minimum fine and imprisonment.
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Section 5604. Penalty and forfeiture for failure or refusal of distiller
to give bond

This section is identical with section 5604 of the House bill and
changes section 2814 (a) (1), Internal Revenue Code (1939), only to
the extent of omitting the minimum fine and imprisonment.
Section 5605. Penalty for improper approval of distiller's bond
This section is identical with section 5605 of the House bill and

represents existing law.
Section 5606. Penalty and forfeiture for distilling without giving bond

This section is identical with section 5606 of the House bill arts
changes section 2833 (a)' Internal Revenue Code (1939), only to the
extent of omitting the minimum fine and imprisonment.
Section 5607. Penalty for distilling on prohibited premises

This section is identical with section 5607 of the House bill and
changes section 2819, Internal Revenue Code (1939), only to the
extent of omitting the minimum imprisonment.
Section 6608. Penalty for making or fermenting mash on unauthorized

premises; illegal use of spirits; unlawful removal of vinegar; etc.
This section is identical with section 5608 of the House bill, which

changes section 2834, Internal Revenue Code (1939), only to the
extent of omitting the minimum fine and imprisonment: Provided,
however, That subsection (a) thereof has been amended by striking
out the word "provisions" and inserting in lieu thereof the word
"provision".
Section 6609. Penalty relating to return of materials used in the manu-

facture of distilled spirits
This section is identical with section 5609 of the House bill and

represents existing law.
Section 5610. Penalty for using unregistered materials for producing

spirits
This section is identical with section 5610 of the House bill and

represents existing law.
Section 6611. Penalty for using false weights and measures
This section is identical with section 5611 of the House bill and

changes section 2842, Internal Revenue Code (1939), only to the extent
of omitting the minimum fine and imprisonment.
Section 6612. Penalty for using material or removing spirits Without

supervision
This section is identical with section 5612 of the House bill and

represents existing law.
Section 5613. Penalty for distilling during prohibited hours
This section is identical with section 5613 of the House bill and repre-

sents existing law.
Section 6614. Penalty and forfeiture for removal of spirits during pro-

hibited hours
This section is identical With section 5614 6f the House bill and re)re-

sents existing law.



INTERNAL REVEI;NUE CODE. OF 1054

Section 5615. Penalty for refusal or neglect of distillers and recthfiers to
(five assistance to officers

'lP is sectionisidesnti(cal will section 5615 of the House bill and repre-
sents existing law.
Section 5616. . penalty for obstructing or refusing to admit officer to

distiller/ premises
Th'lis section is identical with section 5616 of the House bill and

represents existing law.
Section 5617. Penalty for failure to keep distillery/ accessible

Th'lis actioni s ident.ical with section 5617 of the House bill arnd
represents existing law.
Section 5618. Penalty for failure of distiller to identify fixed pipes

This section is identical with section 5618 of the House bill and repre-
sents existing law.
Section 5619. Penalty for refusal or neglect to draw off water and clean

condensers or worm tanks
This section is identical with section 5619 of the House bill and

represents existing law.
Section 5620. Penalty and forfeiture for false or omitted entries in

distiller's books and records
This section is identical with section 5620 of the House bill and

changes section 2841 (c) (1), Interqlal Revenue Code (1939), only to the
extent of omitting the minimum fine and imprisonment.
Section 5621. Penalty relating to records and returns of distillers as

wholesale dealers, rectifiers, and wholesale dealers
This section is identical with section 5621 of the House bill and

changes sections 2859 (a) and 2857 (a), Internal Revenue Code (1939),
only to the extent of omitting the minimum fine and imprisonment.
Section 5622. Disposal of forfeited equipment and material for distilling

This section is identical with section 5622 of the House bill and rep-
resents existing law.
Section 5623. Destruction of distilling apparatus
This section is identical with section 5623 of the House bill and

changes section 2853 (a), Internal Revenue Code (1939), by omitting
the limitations respecting capacity and value. The omissions are
necessitated by modern conditions in connection with illicit distilling.
Section 5624. Release of distillery before judgment
This section is identical with section 5624 of the House bill and rep-

resents existing law.
Section 5625. Forfeiture of taxpaid distilled spirits remaining on dis-

tillery premises
Thlis section is identical with section 5625 of the House bill and rep-

resents existing law.
Section 5626. Penalty and forfeiture.for tax fraud by distiller

This section is identical with section 5626 of the House bill and
changes section 2806 (f), Internal Revenue Code (1939), only to the
extent of omitting the minimum fine and imprisonment.
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Section 56627. Penalty for unlawful use of rectifying premises
This section is identical with section 5627 of the House bill and rep-

resents existing law.
Section 5628. Penalty for rectification without payment of tax, increasing

volume, etc.
This section is identical with section 5628 of the House bill and

changes section 2801 (f), Internal Revenue Code (1939), only to the
extent of dropping the denomination of the offense as a misdemeanor.
Section 5629. Penalty for unlawful rectifying
This section is identical with section 5629 of the House bill and

changes section 2856, Internal Revenue Code (1939), by omitting the
minimum fine and imprisonment therein provided.
Section 5630. Penalty for noncompliance by rectifiers with provisions

relating to rectifying, gauging, branding, and stamping
This section is identical with section 5630 of the House bill and

changes section 2865 (a), Internal Revenue Code (1939), by omitting
the minimum fine.
Section 6631. Penalty and forfeiture for failure to comply with ware-

housing and removal requirements
This section is identical with section 5631 of the House bill and

changes section 2876, Internal Revenue Code (1939), by omitting the
minimum fine and imprisonment.
Section 6682. Penalty.and forfeiture for unlawful removal or concealment

of spirits
This section is identical with section 5632 of the House bill and omits

the minimum fine and imprisonment provided in sections 2912 and
2913, Internal Revenue Code (1939).
Section 6633. Penalty on officer in charge of warehouse for unlawful

removal of spirits
This section is identical with section 5633 of the House bill and omits

the minimum fine and imprisonment provided in section 2914 (a),
Internal Revenue Code (1939).
Section 5634. Penalty and forfeiture for creation of fictitious proof

This section is identical with section 5634 of the House bill and repre-
sents-existing law.
Section 5665. Penalty for buying or selling used casks bearing inspection

marks
This section is identical with section 5635 of the House bill and repre-

sents existing law.
Section 5636. Penalty and forfeiture for failure to efface, etc., stamps and

brands on emptied packages
This section is identical with section 5636 of the House bill and omits

the minimum fine and imprisonment provided in section 2866, Internal
Revenue Code (1939).
Section 6637. Penalty for changing stamps or shifting spirits

This section is identical with section 5637 of the House bill and omits
the minimum fine and imprisonment provided by section 2868, Internal
Revenue Code (1939).
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Section 5638. Penalty and forfeiture for affixing imitation stamps on
packages of distilled sJirits

This section is identical with section 5638 of the House bill and repre-
sents existing law.
Section 5639. Forfeiture of distilled spirits in unstamped casks or

packages
This section is identical with section 5639 of the House bill and repre-

sents existing law.
Section 66'/0. IF'feiture of spirits in unstamped containers

This section is identical with section 5640 of the House bill and
represents existing law.
Section 56Ct1. Penalty and forfeiture relating to containers of distilled

spirits
T'llis section is identical with section 5641 of the House bill and

represents existing law.
Section 566/2. Penalties for transporting, possessing, etc., distilled spirits

in unstamped containers, or counterfeiting of stamps, etc.
This section is identical with section 5642 of the House bill and repre-

sents existing law, except for an amnendlment striking out "5008 (b) (3)"
as it appears in the House text and inserting in lieu thereof
"45008 (b) (2)".
Section 56G3. Penalty and forfeiture for reuse of stamps or bottles,

tampering and unlawful removal
'lhis section is identical with section 5643 of the Hoouse bill.
Th'e section is a revision of section 2908, Internal Revenue Code

(1939) to supply the deficiency in that section, which provided penal-
ties solely with respect to bottlc(l-in-bond spirits and the containers
therefore. This revision extends the existing law to all spirits bottled
before or subsequent to withdrawal from bond and makes the same
penalty applicable to all cases of reuse of stamps or bottles, whether
or not. the original contents of the bottles were bottled in bond spirits
(sec. 2908).
Section 5644. Penalty for counterfeiting bottledl-in-bond stamps

This section is identical with section 5644 of the House bill and
represents existing law.
Section 5645. Penalty for unlawful affixing, canceling, or issue of stamps

by officer
This section is identical with section 5645 of the House bill and

re)reseInts existing law except that the minimum fine and imprison-
melt provided by section 2806 (b) (1), Internal Revenue Code (1939),
have been omitted.
Section 6/16. Penalty for evasion of distilled spirits tax

This section is identical with section 5646 of the House bill and
represents existing law.
Section 5647. Penalty and forfeiture for unlawful use or concealment of

denatured alcohol
This section is identical with section 5647 of the House bill and

represents existing law.
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Section 5648. Penalty and forfeiture for fraudulent claims for export
drawback or unlawful relanding

This section is identical with section 5648 of the House bill and
represents existing law.
Section 6649. Burden of proof in cases of seizure of 8piriM

This section is identical with section 5649 of the House bill.
The section is identical with present section 2854, Internal Revenue

Code (1939), except for the substitution of "internal revenue bonded
warehouse or other warehouse authorized by law", for the obsolete
designation "distillery warehouse" and "other warehouses for dis-
tilled spirits." Also the addition of the words "or records" after the
word "books" to conform to modern business practices.
Section 6660. Penalty and forfeiture for operating distillery after giving

notice of suspension
This section is identical with section 5650 of the House bill and

represents existing law.

PART II-PENALTY AND FORFEITURE PROVISIONS APPLICABLE TO
WINE AND WINE PRODUCTION

Section 5661. Penalty and forfeiture for violation of laws and regulations
relating to wine

This section corresponds to section 5661 of; the House bill.:
Subsections (a) and (b) are substantially a restatement of the

criminal provisions of existing law (sec. 3043), setting up in subsec-
tion (a) a felony as to fraudulent offenses and in subsection (b) a mis-
demeanor as to other offenses.
However, the section is amended to strike out the citation "subpart

C of subchapter A" each place it appears in the section and to insert
in lieu thereof "subpart C of part I of subchapter A".
Section 6662. Penalty 'for alteration of wine labels

This section is identical with section 5662 of the House bill.
The section is new and provides punishment for misrepresentation

as to the origin or identity of wine, and is designed to fill a loophole
in existing law. This is in line with certain of the provisions regardingdistilled spirits.
Section 6663. Cross reference

This section is identical with section 5663 of the House bill. This is
a cross reference to other penalties applicable to wine that are common
to other liquors.

PART III-PENALTY, SEIZURE, AND FORFEITURE PROVISIONS
APPLICABLE TO BEER AND BREWING

Section 6671. Penalty ahdforfeiturefor evasion of beer tax andfraudulent
noncompliance with requirements

This section is identical with section 5671 of the IHoiise bill.
The section, derived from section:3i$9 (a), by increasing the fine to

$5,000 and the imprisonment to 5 years, makes a fraudulent violation
of the section a felony instead of a misdemeanor, as it 'is at' present
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Section 6672. Penalty for failure oj brewer to comply with requirements
and to keep records and file returns

This section is idnltical with section 5672 of tlhe Hl6Uose bill.
The section, (derived froni section 3159 of the 1939 Code, makes

nonfiraud(1ulenlt violation of the section a miisdemleanor carrying the
sa1ne maximum fine or imprisonment, or both.
Seclion 5673. Forfeiture for flagrant and willful removal of beer without

lta payment
This section is identical with section 5673 of the House bill and

represents existing law.
Section 667/4. Penalty for unlawful remotxl of beer

This section is identical with section 5674 of the House bill.
The section is substantially the same as section 3159 (c), except that

the fine and imprisonment have been increased
Section 5675. Penalty for intentional removal or defacement of brewer's

marks and brands
Tilts section is identical with section 5675 of thle House bill and

represents existing law.
Section 5676. Penalties relating to beer stamps

This section is identical with section 5676 of the House bill.
The section substantially repeats the applicable provisions of pres-

ent section 3159, with the exception of certain increases in fine and
imprisonment.
PART IV-PENALTY, SEIZURE, AND FORFEITURE PROVISIONS COMMON

TO LIQUORS
Section 5681. Penalty and forfeiture for failure to post or unlawfully

posting signs of distillers, rectifiers or wholesale liquor dealers
This section is identical with section 5681 of the House bill and

represents existing law except that the minimum fine and imprison-
lnent provided by section 2831, Internal Revenue Code (1939), have
been omitted.
Section 5682. Penalty for breaking locks or gaining access

This sectione5682 of the House bill except
that the words "otherwise than" have been inserted before the phrase
"as authorized by law" to preserve the obvious intent of the section.
The section is derived from section 2821 of existing law. It has

been broadened and extended generally to apply to the breaking of
all seals and locks affixed by duly authorized officers of the revenue,
andl the minimum fine and term of imprisonment has been eliminated.
Tlhe phrase "otherwise than as authorized by law" is intended to cover
authorization by regulations and would impose a penalty for destroy-
ing, breaking, injuring, or tampering with any lock or seal without
lawful authorization. This will permit the Secretary or his delegate
to prescribe by regulations, the conditions under which the penalty
will not be incurred. The Secretary or his delegate may, by regula-
tions, prescribe the lawful conditions under which such action may be
taken in the. absence of a proper officer. Thus, a proprietor, in order
to preserve his property or to protect the lives of his employees, could
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be authorized under conditions prescribed by regulations to break any
lock or seal which would need be broken, without incurring the penalty.
Section 5683. Penalty andforfeiture for removal of liquors or wines under

improper brands
This section is identical with section 5'383 of the House bill and

represents existing law.
Section 5684. Penalties relating to the payment and collection of liquor

taxes
This section is identical with section 5684 of the House bill and

represents existing law.
Section 5685. Penalty and forfeiture relating to possession of devices for

emitting gas, smoke, etc., explosives and firearms, when violating
liquor laws

This section is identical with, section 5685 of the House bill and
represents existing law.
Section 5686. Miscellaneous penalties
This section is identical with section 5686 of the House bill.
Subsection (a) of this section effectively contains the provisions of

present section 3115, except the fine and imprisonment have been
brought in line with others throughout the chapter.

Subsection (b) of this section is a statement of the substance in
present section 3116, so stated as to apply to violations of this chapter.

Subsection (c) is merely cross reference to section 7302, which con-
tains the seizure and forefeiture provisions appearing in present section
3116.
Section 5687. Penalties and forfeitures applicable to distillers, rectifiers

and wholesale liquor dealers for offenses not specifically covered
This section is identical with section 5687 of the House bill and

represents existing law.
Section 5688. Disposition and release of seized property

This section is identical with section 5688 of the House bill.
Subsections (a) and (b) are a restatement of the provisions now

appearing in section 2805 (a) (b), except that, pursuant to 63 Statutes
377t et seq., the Administrator of General Services now performs the
duties and functions that were performed by the Secretary under
subsection (a) (1) (2) (3) (4) of said section 2805, in regard to delivery
and disposal of forfeited liquors, and the issuance of regulations per-
taining thereto.

Subsection (c) is merely a restatement of present section 3173(d).
Subsection (d) is derived from section 3118, with emphasis in the

present text that the provisions apply only to industrial alcohol
operations.
Section 6689. Penalty and forfeiture for tampering with a stamp machine

This section is identical with section 5689 of the House bill.
The section merely retains and consolidates the provisions of sec-

tions 2800 (a) (B), 3112 (b), and 3150 (b) (3). It has, however, been
broadened to include wine in accordance with section 5061 (b).
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Section 6690. D itionion o the term "person"
This sectionhisidentical with section 5690 of the House bill.
This definition is identical with that in section 3173 (b) (4). This

provision follows the general provisions-set forth in section 7343.

PART V-PENALTIES AND FORFEITURES APPLICABLE TO OCCUPA-
TIONAL TAXES

Section 5691. Penalties and forfeitures for nonpayment oj special taxes
relating to liquors

This section is identical with section 5691 of the House bill, and
represents existing law except that the minimum fine and imprison-
ment provided by section 3253, Internal Revenue Code (1939), have
been omitted(l.
Section 6692. Penalty relating to records oJ retail liquor dealers
This section is identical with section 5692 of the House bill and

represents exist ing law.
Section 5693. Penalties relating to posting o1 special tax stamps
This section is identical with section 5693 of tlhe House bill. This

section is merely a cross reference to section 7273 (a) relative to penalty
for failure to post special tax stamps.

CHAPTER 52-TOBACCO, CIGARS, CIGARETTES, AND
CIGARETTE PAPERS AND TUBES

SUBCHAPTER A-DEFINITIONS; RATE AND PAYMENT
OF TAX; EXEMPTION FROM TAX; REFUND AND DRAW-
BACK OF TAX

Section 5701. Rate of tax
This section is substantially the same as section .5701 of the House

bill except that the date "April 1,19,54" appearing in subsection
(c), relating to the reduction in tax on small cigarettes, has been
changed to "April 1, 1955" in conformity with section 601 (a) (7)
of the Excise Tax Reduction Act of 1954 (Public Law 324, 83d
Cong., 2d sess., approved March 31, 1954).

Tqhe section is the same, in substance, as the provisions of existing
law, except that all reference to sale or removal of the taxable articles
lhas been omitted since section 5703 provides for determination of tax
at the time of removal and since it is desirable to make certain that
tlhe tax attaches at the time of manufacture or importation of the
articles to conform to the intent of the present law and to court deci-
sions. The section has been further simplified by the omission of all
material tending to define the articles on wliich tax is imposed, since
appropriate definitions thereof are set forth in section 5702. The
existing exemption with respect to cigarette papers and tubes sold to a
manufacturer of cigarettes has been omitted, since transfers in bond
of cigarette papers and tubes to a manufacturer of cigarettes are now
made expressly exempt from tax under section 5704. Its retention in
the taxing section would merely be repetitive. A provision, similar to
that in existing law with respect to the size of cigarettes for tax pur-
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poses, has been added to this section with respect to cigarette papers
and tubes in order to spell out the size of such articles for tax purposes,
and to block any attempt to taxpay long cigarette papers and tubes as
single units and evade tax.
Section 5702, Definitions

In this section, which is identical with section 5702 of the House
bill, are assembled several definitions now set forth in different sections
of the existing law to which additional definitions have been added.
The definition of "manufactured tobacco" has been expanded to

include snuff and snuff flour and the specific provisions with respect
to these products have been eliminated, since the same tax rates
have been imposed on manufactured tobacco and snuff for many
years, and since snuff is merely another form of tobacco used in the
mouth or nose. It has been further expanded to include any tobacco
not exempt from tax under this chapter, sold or delivered contrary to
the provisions of this chapter and regulations issued pursuant thereto,
comparable to the provisions of section 2100 (c) (2) of the present
code.

T~he reference to substitute for tobacco in the definition of cigars
and cigarettes in existing law (sees. 2000 and 2110) has been eliminated
because it has proved in practice to be meaningless since it would
only apply to a substance which so closely resembles tobacco in
characteristics and effects as to take its place.
The definition of "manufacturer of tobacco" in existing law Is

expanded so as to include not only persons who manufacture tobacco,
but also persons who package tobacco for use in the mouth or nose,
and who sell or deliver tobacco not exempt from tax contrary to law
and regulations. Excluded are farmers and growers of tobacco, and
cooperative associations, who sell leaf tobacco grown by themselves
or by their members, provided the tobacco so sold is in the condition
as cured on the farm (the test for exemption under existing law) and
dealers in tobacco materials who handle tobacco solely for sale, ship.
ment, or delivery in bulk to other dealers, manufacturers, or for export.
The definition of "'manufacturer of cigars and cigarettes" is the

same, in substance, as that in existing law(sec. 2030)' The definition
in this section spells out the fact that a person who manufactures
cigars or cigarettes solely for his own personal consumption is not a
manufacturer of such articles.
The definition of "dealer in tobacco materials" represents a broaden-

ing of the definition of "dealer in leaf tobacco" in existing law (sec.2050) so as to permit such a dealer to handle all tobacco materials,
whereas his activities are presently restricted by law to leaf tobacco.
This definition) therefore,, includes dealers in other kinds of tobacco
materials who are presently regarded as "quasi" manufacturers of
tobacco since they do not produce a taxable product.
The definition of "removal" or "remove" controls the time at

which the tax is determined and is intended to be flexible so that the
Secretary or his delegate may, by regulation, permit determination of
tax upon removal of the articles from bond, under a return tax payment
system, instead of upon removal from the premises of the bonded
factory where produced as required by existing law. For purpose
of certainty and clarification this definition also includes removal of
article' from customs custody and the smuggling or other unlawful
importation of such articles.:
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11The deflihllon of "importer" is intended to give precise meaning to
the term and to inclu(le any person whlio smuggles or otherwise brings
nontaxplaid articles into tlhe United States.

Similarly, to give precise meanings to other expressions frequently
used( in the chapter, (lefinitions have been provided for "tobacco
)products," "cigarette paper," "cigarette tube," "manufacturer of

cigarette papers and tubes," and "articles," and "tobacco materials."
Section 5703. Liability for tax and method of payment
This section is substantially in the form in which it, passed the House

excel)t that your committee ]has eliminated as unnecessary the pro-
vision that the tax shall continue to be paid by stainp until January
1, 1955, in view of the fact that this section of the bill will not become
effective until January 1, 1955. As amended by your committee, the
tax will continue to be paid by stamp until the Secretary or his dele-
gate provides by regulation for the payment of the tax by return.

Subsection (b) "Stamps to Evidence; the Tax", as it passed tilhe
House, )rovidedl tl)at such stamps would be issued for sale at a sum
sufficient, to (lefray the cost of preparation. This subsection has been
amend(led by your committee so as to eliminate this requirement and
to provide in lieu thereof that such stamps shall be issued, used and
accounted for in accordance with regulations prescribed by the Secre-
tary or his delegatee.

In view of this amendment, stamps to evidence the tax, if required,
will be furnished to the taxpayer without charge and there is, therefore,
no reason for providing for their redemption. Accordingly, section
5708 of the House bill, which provided for the redemption of these
stamps, has become unnecessary and your committee has eliminated
it in its entirety.

Section 5703 contemplates a major change in existing law since it
includes, as indicated above, a provision which would enable the
Secretary or his delegate, by regulation, to substitute a system for
payment of tax by return, in lieu of the present system of prepayment
of the tax by the purchase and affixture of stamps prior to removal of
the articles.

Authority is provided in this section for the Secretary or his delegate
to prescribe stamps to evidence the tax under a system involving
payment of tax by return as distinguished from the present stamps
to (lenote tax payment.

Provision is made for the Secretary or his delegate to authorize
Federal Reserve banks and other depositaries or financial agents of
the United States to receive payments of taxes imposed by this
chapter, if made payable by return.
The provision for assessment of taxes, which are not paid at the

time required, has been restated in substantially the same language
as set forth in existing law (sec. 2002 (b)).
Section 6704. Exemption from tax

This section is identical with section 5704 of the bill as passed by
the House,.
The several exemptions from tax set forth in separate sections of

existing law are assembled in this section to which have been added
several new exemptions.
The existing exemption from tax with respect to cigars and cigarettes

used by employees for personal consumption and for experimental
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purposes has been extended to include manufactured tobacco as a
matter of equity. However, the present limitation of 21 cigars Or
cigarettes per employee per week in existing law (sec. 2111 (f)) has
been eliminated as a matter of detail. which should be more properly
covered by regulations so as to permit of flexibility.
A new exemption is included in this section which would permit

manufacturers to transfer articles in bond, without payment of tax,
between bonded factories, as provided by regulation. This exemption
is administratively desirable to permit different manufacturers and
different factories to perform steps in the production of the finished
product prior to tax payment. This provision continues the existing
exemption from tax (sec. 2000 (d)) as to cigarette papers and tubes
sold to a manufacturer of cigarettes for use by him in the manufacture
of cigarettes.
The existing exemption from tax on articles shipped for export

(sec. 2135 (a) (1) and (3)) has been restated in substantially the same
form in this section.
The existing exemption from tax on articles removed for consump-

tion beyond the jurisdiction of the internal revenue laws of the
United States (sec. 2197 (b)) has been restated in substantially the
same form in this section.
The existing exemption 'from tax on articles withdrawn for the use

of the United States (sec. 3331) has been restated in substantially
the same form in this section.
This section also provides for exemption from tax on all tobacco

materials shipped by a dealer in tobacco materials or a manufacturer
of articles to another such dealer or manufacturer, or for export.
This section extends to dealers in tobacco materials the same authority
afforded to manufacturers of articles and dealers in leaf tobacco by
existing law (sees. 2059, 2135 (a) (2) and 2101) to ship tobacco
materials to manufacturers, dealers, and for export.
The section provides a new exemption under' which articles and

tobacco materials may be released from customs custody,; without
payment of tax, for delivery under bond to the bonded premises of a
manufacturer. This ,exemption will eliminate the present illogical
situation requiring payment of the internal revenue tax prior to the
release of the articles from customs custody, which tax is subsequently
refunded by redemption of the tax stamps, under authority of existing
law (sec. 2198), when the articles are delivered to the bonded premises
of a manufacturer.
Section 6705. Refund or allowance of tax
This section is identical with section 5705 of the House bill.
It will afford refund relief comparable to that now embodied in

existing law (sees. 2198 3304 and 3313). In additions the tax may
be refunded or credit allowed when articles are 1ost' but not stolen,
or are destroyed by fire, casualty, or act of God, while in the possession
control, or ownership of the manufacturer or importer. The standard
period of 3 years for the filing of claims is prescribed.
Section 5706. Drawback of tax
This section is identical with section 65706 of the Hoiuse bill.
It retains those provisions of existing law (sec. 2136) necessary to

prescribe the standard giving rise to benefit of drawback, but leaves
the details to be prescribed by regulation.
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Section 6707. Floor stocks refund on cigarettes
This section is substantially in the form in which it passed the

louse except that the dates "April 1, 1954" and "July 1, 1954"
appearing in subsection (a) "In General", and the date "April 1,
1954" appearing in subsection (b) "Limitations on Eligibility for
Credit or Refund" have been amended to "April 1, 1955" and "July
1, 1955" in conformity with section 601 (b) (3) of the Excise Tax
Reduction Act of 1954 (Public Law 324, 83d Cong., 2d sess., approved
March 31, 1954).

Tile section is identical with existing law (sec. 2000 (g)) except for
the elimination of tlhe requirement of proof of sales reflecting the tax
reduction, which provision is not feasible of administration.
Section 5708. Redemption of stamps

This section of the House bill has been deleted by your committee
as unnecessary in view of the amendment by your committee of
section 5703 of the House bill to eliminated the provisions for the sale
of stamps provided for in section 5703 (b). Since there will be no
charge for these stamps, it is not necessary to provide for their
redemption.
SUBCHAPTER B-QUALIFICATION REQUIREMENTS FOR
MANUFACTURERS OF ARTICLES AND DEALERS IN
TOBACCO MATERIALS

Section 571i. Bond
This section is identical with section 5711 of the House bill.
The section consolidates the several separate requirements of

existing law secss. 2013, 2033, 2039 (a), and 2053) for manufacturers
of articles and dealers in tobacco materials to give bond. There are
provided, in this section, uniform requirements for manufacturers of
articles and dealers in tobacco materials to give bond, conditioned
upon compliance with the provisions of this chapter and regulations
issued thereunder. The form, amount, and other such details set
forth in existing law are to be prescribed by regulation. The section
provides that the bond may be disapproved if the Secretary or his
delegate determines that the bond is not adequate to protect the
revenue, and that it may be canceled if he determines that the bond
no longer adequately protects the revenue. These provisions are
required for effective administration of the law and protection of the
revenue.

Section 6712. Application for permit
This section is identical with section 5712 of the House bill.
It replaces the several separate provisions of existing law (sees.

201120 1012, 2031, 2032, 2051, and 2052) which 'provide that manufac-
turers of articles and dealers in leaf tobacco register and furnish state-
ments before commniencing such businesses. In lieu thereof, this
section provides for the making of an application for a permit. For
effective administration of the law and protection of the revenue,
authority is provided for the Secretary or his delegate to reject
the application and deny the permit if he finds that (1) the premises
are not adequate to protect the revenue, or (2) the applicant is not
likely to iimaintain operations in compliance with the provisions of this
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chapter of the code, or has failed to disclose material information
required, or has made a material false statement in the application.
There is a saving provision that no person engaged in business as

a manufacturer of articles or dealer in tobacco materials on the effec-
tive date of this chapter shall ,be denied the right to carry on such
business pending a reasonable opportunity to make application for
such permit and final action thereon.
Section 5713. Permit

This section is identical with section 5713 of the House bill.
The section, which replaces those sections of existing law with

respect to certificates (sees. 2014 and 2054), provides for the issuance,
suspension, and revocation of permits to engage in business as a
manufacturer of articles or as a dealer in tobacco materials. These
provisions are considered necessary for the effective administration of
the law and protection of the revenue.

SUBCHAPTER C-OPERATIONS BY MANUFACTURERS OF
ARTICLES

Section 5721. Inventories
This section is identical with section 5721 of the House bill.
It continues the present requirement for inventories by manufac-

turers of articles at the time of commencing and concluding business
secss. 2017 and 2036), but leaves to the regulations much of the
procedure and detail with respect to such inventories. This section
would discontinue the existing statutory requirement that manufac-
turers of articles make inventories on January 1 of each year. How-
ever, manufacturers would be required to make an inventory in
addition to that required at the time of commencing and concluding
business, as prescribed by regulations for enforcement purposes and
protection of the revenue.

Section 5722. Reports
This section is identical with section 5722 of the ilouse bill.
It is derived from existing law secss. 2019,1 2038, 2039 (b), and

2194), which sets forth the requirements for reports and spells out,
in considerable detail, the items to be included therein. This section,
applicable only to manufacturers of articles, leaves to regulations the
information to be reported, the form of the report, the time for filing,
and tht period to be covered by the report.
Section 5723. Packages, labels, notices, and stamps
This section is identical with section 5723iof the House bill.
It is derived from existing law (sees. 2100, 2111, and 2130), which

prescribes the exact sizes of packages in which tobacco, snuff, cigars
and cigarettes may be put up for domestic sale or consumption, and
spells out the language'of the notices and labels required by existing
law to be affixed to such packages. Subsect () fsection
provides that all articles shall, before removal, be put up in packages
having such labels, notices, and stamps as the Secretary or his
delegate shall by regulations prescribe. This subsection places no
restriction on the sizes of packages in which such articles may be put
up. The labels, notices; and stamps which the Secretary or his del-
egate may require by this subsection are such labels, notices, and

48509°-54 30
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stamps as may be necessary for the protection of the revenue. It is
not, intended by this subsection to authorize the regulation of cus-
tomary package labels and wrappers. While sizes of packages are no
longer prescribed, such articles are required to be put up in packages
before removal with the specifications for such packages to be pre-
scrib)ed by regulations.

rIhe provisions of existing law (sees. 2100 (d) and 2111 (c)), relating
to the prohibited enclosure of lottery features or immoral or indecent
material, have been restated in subsections (b) and (c).

Subsection (d) restates those exemptions from packing requirements
provided in existing law (sees. 2100 (c) (1), 2111 (a) (3), (e) (2). and
(f)) for tobacco, snuff, cigars, and cigarettes exported, and for cigars
and cigarettes used for consumption by employees or for experimental
purposes.

SUBCIAPTER D-OPERATIONS BY DEALERS IN TOBACCO
MATERIALS

Section 5731. Shipments and deliveries restricted
This section is identical with section 5731 of the House bill.
It enables the Secretary or his delegate, by regulation, to restrict

the shipment and delivery of tobacco materials by dealers similar to
existing law (sees. 2059 and 2060) and imposes a tax on such materials
shipped or delivered in violation of the regulations prescribed there-
under.
Section 5732. Statement of shipments and deliveries

This section is identical with section 5732 of the House bill and
constitutes a restatement of existing law (sec. 2058).
SUBCHAPTER E-RECORDS OF MANUFACTURERS OF
ARTICLES AND DEALERS IN TOBACCO MATERIALS

Section 5741. Records to be maintained
This section is identical witb section 5741 of the House bill.
The section consolidates the provisions in existing law (sees. 2018,

2037, 2039 (b), 2056, and 2194) which set forth separately the require-
ments for records to be maintained and spell out, in considerable
detail, the items to be entered. This section, in the interest of flexi-
bility, leaves to regulation those details presently set forth by law.

SUBCHAPTER F-GENERAL PROVISIONS
Section 5751. Purchase, receipt, possession, or sale of articles, after re-

moval, not exempt from tax
This section is identical with section 5751 in the House bill. It con-

solidates the provisions of existing law (sees. 2104 (a), 2113, and 2170
(a) (2)) which prescribe similar restrictions with regard to tobacco,
snuff, cigars and cigarettes, and contains a new provision that any
person who possesses articles not exempt from tax, after removals not
put up in packages bearing the labels, notices, or stamps prescribed,
shall incur liability to the tax in addition to any penalties prescribed.
This new provision will permit collection of the tax on articles removed
for a tax-exempt purpose but diverted to a taxable use.
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Section 5765. Restrictions relating to used labels, stamps, and packages
This section is identical with section 5752 of the bill as passed by

the House.
It consolidates existing law (sees. 2103 (e) and 2112 (e)) which sets

forth separately the requircmpnts for destruction of tax stamps on
emptied packages. This section would continue-this requirement with
respect to such tax stamps, and would also require destruction of any
label or other stamp, affixed to a package to evidence tax, when the
package is emptied. It also prohibits any trafficking in such labels or
stamps and in emptied packages bearing such labuis or stamps.
Section 5753. Disposal of forfeited, condemned, and abandoned articles

and tobacco materials
This section is identical with section 5753 of the House bill and re-

states the provisions of existing law (sec. 2190) except that the manner
of disposition of forfeited, condemned, and abandoned articles and
tobacco materials, which will not bring a price equal to the tax due
and payable thereon, is omitted arid left to regulations.
SUBCHAPTER G-FINES, PENALTIES, AND FORFEITURES

Section 5761'. Civil penalties
This section is identical with section 5761 of the bill as passed by

the House.
There are assembled in this section those civil penalties now pro-

vided in existing law secss. 2161 (m) (1) and 2156 (c)), and a new
civil penalty to apply where the tax is not paid at the time prescribed,
regardless of whether the failure to pay on time is willful or deliberate.
Under the present system of prepayment of tax by stamps no such
provision is necessary. However, adequate administration of a
system of tax payment by return implies the timely payment of
taxes when due, and the imposition of penalties to cover a failure to
pay even in nonwillful cases is, therefore, an appropriate enforcement
measure.
Section 5762. Crimnal penalties
This section is identical with section 6762 in the bill as passed by

the House.
It sets forth clearly those violations which are to' be punishable as

felonies and provides that other offenses shall be punishable as mis.
demeanors, specifying that any violation of this chapter, or of regula-
tions prescribed thereunder, which is not specifically defined as a
felony, shall be punishable as a misdemeanor. The section eliminates
the many inequities and inconsistencies in the multitude of specific
penalties prescribed in existing law secss. 2150 through 2180) and
treats like violations in a like manner.
Section 5763. Forfeitures
This section is identical with section 5763 of the House bill and is

largely a restatement of existing law,
In separate sections of existing law, there are many provisions for

forfeiture of property of various, types held or owned applicable
to tobacco and snuff, cigars and cigarettes, and leaf tobacco. These
various and separate provisions have been assembled, in this section,
into four subsections which deal with articles unlawfully possessed,
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personal property of qualified manufacturers and dealers with intent
to defraud, real and personal property of illicit operators and a
general provision referring to section 7302 in the general provisions of
the code.

CHAPTER 53-MACHINE GUNS AND CERTAIN OTHER
FIREARMS

SUBCHAPTER A-TAXES
PART I-SPECIAL (OCCUPATIONAL) TAXES

Section 5801. Tax
This section is identical with section 5801 of the House bill and

changes section 3260, Internal Revenue Code (1939) in the following
respects:

(1) In the proviso of subsection (a) of present section 3260, the
words "two attached" are used before the word "barrels." In the
proposed new text these words are deleted and the words "combination
shotgun and rifle" are used in place thereof. This change is explained
as follows: Bill HI. R. 9610, known as Public No. 651 76th Congress,
was approved June 16, 1938 to afford, inter alia, relief to manufac-
turers and dealers from the high rates of special taxes then imposed
upon a sporting type of firearm having two attached barrels which
was not a type of firearm used by gangsters or criminals. That bill
reduced the special tax on manufacturers of such firearms from $500
to $25 per year and also reduced the dealer's tax from $200 to $1.
Apparently at the time the aforesaid bill was enacted into law it was
not observed that the language used would also similarly reduce the
special taxes on tile gangster-type gun, namely, the double-barrel
shotgun with barrels less than 18 inches in length. Because the
double-barrel sawed-off shotgun is a more potent weapon than the
single-barrel sawed-off shotgun it is felt that this undesirable situation
should be rectified. Also, the proposed new wording would continue
to give the desired relief to manufacturers of and dealers in the sport-
ing-type firearm which the original bill H. R. 9610 granted.

(2) In the proviso of subsection (a) of present section 3260, the
phrase "12 inches or more in length" is used. In the proposed new
text an addition is made to that phrase by adding the words "but less
than 18 inches" following the word "more." This change is desirable
in that the existing text ofthelaw resulting theinterpretation by many
persons that the statute covers manufacturers and dealers in sporting-
type rifles and shotguns with barrels of 18 or more inches in length
even though in the basic definition of a firearm as given in present
section 2733 (a) (sec. 5848 (a) new text) it is provided, among other
things, that only shotguns or rifles having barrels less than 18 inches
in length are to be considered firearms.

(3) A subsection (c) has been added merely for cross-reference
purposes as so indicated by its title.
Section 6802. Registration

This section is identical with section 5802 of the House bill and,
represents existing law.
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Section 6803. Exemptions
This section is identical with section 580 of the House bill and

represents existing law.

PART II-TRANSFER TAX
Section 5811. Tax

This section is identical with section 5811 of the House bill and
changes section 2720, Internal Revenue Code, in the following
respects: I

(1) In the proviso of subsection (a) of present section 2720, the
words "two attached" are used before the word "barrels," It is pro-
posed in the new text that these words be deleted and the words
"combination shotgun and rifle" be used in place thereof. This
change is explained as follows: Bill H. R. 9610, known as Public, No.
651, 75thi Congress, was approved June 16, 1938, to afford, inter
alia, relief from the high transfer tax then imposed upon a sport-
ing type firearm having two attached barrels, which was not a type
of firearm used by gangsters or criminals. That bill reduced the
transfer tax from $200 to $1. Apparently at the time the afore-
said bill was enacted into law it was not observed that the language
used would reduce the transfer tax on the gangster-type-gun, namely
the double-barrel shotgun with barrels less than 18 inches in length,
from $200 to $1. The language used developed a further inequity
in the transfer tax on firearms, in that a single-barrel sawed-oiff
shotgun with a barrel of 15 inches in length would be subject to
a $200 transfer tax whereas a shotgun of identical manufacture
but with double-barrels, 15 inches in length, could be transferred
by the payment of a $1 transfer tax. Because the double-barrel
sawed-oft shotgun is a more potent weapon than the single-barrel
sawed-off shotgun it is felt that this generally undesirable situation
should be rectified. Also, the new wording would continue to give
the desired relief to transferors of sporting-type firearms which the
original bill, H. R. 9610, granted.

(2) In the proviso of subsection (a) of present section 2720, the
phrase "12 inches or more in length" is used. In the proposed
new text an addition is made to that phrase by adding the words
"but less than 18 inches" following the word "more." This change
is desirable in that the existing text of the law results in the in-
terpretation by many persons that the transfer taxes are imposed
upon sporting-type rifles and shotguns with barrels of 18 or more
inches in length even though in the basic definition of a firearm, as
given in the present section 2733 (a) (sec. 5848 (a) new text), it is pro-
vided, among other things, that only shotguns or rifles having barrels
less than 18 inches in length are to be considered firearms. For this
reason. statutory limitation is proposed to be specified for the maxi-
mum barrel length of firearms.

(3) The cross reference under section 2720 (c) (2) of the existing
law and the registration and special tax reference under section 2720
(d) of the existing law have been incorporated in the new text under a
new subparagraph (d) entitled "Cross Reference."
Section 5812. Exemptions
This section is identical with section 5812 of the House bill, and the

same as section 2721, Internal Revenue Code (1939), except that in
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the caption of subsection (c) of the new text the words "Exemption
From' have been added.
Section 6813. Stamps
This section is identical with section 5813 of the House bill and

represents existing law.
Section 5814. Order.forms

Tilhis section is identical with section 5814 of the House bill and
represents existing law.

PART III-TAX ON MAKING FIREARMS

Section 5821. Rate, exceptions, etc.
This section is identical with section 5821 of the House bill and

represents existing law.

PART IV-OTHER TAXES

Section 5831. Cross references
This section is identical with section 5831 of the House bill and is

primarily a codifier's reference.

SUBCHAPTER B-GENERAL PROVISIONS
Section 5841. Registration of persons in general
This section is identical with section 5841 of the House bill and

changes section 3261 (b), Internal Revenue Code (1939), in the
following respect:
The words "of the district in which he resides" following the word

"collector" in present section 3261 (b), have been deleted so as to
abolish an unnecessary step in the registration of firearms. This is
explained as follows: From the inception of the National Firearms
Act (now incorporated in the Internal Revenue Code) firearms regis-
trations have been kept in a central file of the National Office of the
Internal Revenue Service in Washington, D. C., rather than in a file
in each district. Under existing procedure the district directors of
internal revenue have had to handle the registrations because they
are required to do so by the present law, although their handling of
the registration forms serves no useful purpose. Moreover, experi-
ence has shown that a central file is desirable because of the necessity
of determining whether or not a firearm has been registered, and also
because such file furnishes one central source of information for use
in court actions.
Section 5842. Books, records and returns

This section is identical with section 5842 of the House bill and
represents existing law.
Section 5848. Identification of firearms
This section is identical with section 5843 of the House bill and

represents existing law.
Section 6844. Exportation
This section is identical with section 6844 of the House bill and

represents existing law.
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Section 5845. Importation
This section is i(lentical with section 5845 of the House bill and

rcl)resents existing law.
Section 5846. Oilter laws applicable

This section is i(lentical with section 5846 of the House bill and
represents existing law.
Section 5814?. Regulations
This section is identical with section 5847 of the House bill and

represents existing law.
Section 58/8. Definitions

Thills section is idCentlcal with section 5848 of the I-ouse bill and
changes section 2733, Internal Revenuc Code, in the following respects:
The section is identical with present section 2733, except that three

new provisions have been added which define "rifle," "shotgun,"
and "any other weapon." These new definitions are needed for
the reason that Congress did not define such weapons when the
National Firearms Act was enacted in 1934 although it did define
"machine gun." Since Congress did not define these weapons it
has beenI necessary to use the ordinarily accepted definitions thereof
appearing in acceptable, standard dictionaries. In so doing, and
because of a technical application of the definition of the term "fire-
arm," as it appears in the present statute, many weapons firing pro-
jectiles by the action of an explosive have been brought within the
scope of the National Firearms Act although it is believed the Con-
gress did not intend that such weapons should be included. For
example, under a technical interpretation of the term "firearm,"
blunderbusses, muzzle-loading shotguns, and other ancient or antique
guns have been considered subject to the National Firearms Act and
in many instances the requirements thereof have been imposed. As
a result of these interpretations, over a period of years, restrictions
have been imposed on a certain class of persons, namely, antique gun
collectors, and it is felt that these restrictions should be removed in
pursuance of the clearly indicated congressional intent to cover under
the National Firearms Act only such. modern and lethal weapons,
except pistols and revolvers, as could be used readily and efficiently by
criminals or gangsters. Moreover, for proper administration of the
National Firearms Act it is considered highly proper and desirable that
the Congress define the terms "rifle," "shotgun," and "any other
weapon" so as to remove any doubt as to the type of firearms which
Congress intended to bring within the scope of the National Firearms
Act.

SUBCHAPTER C-UNLAWFUL ACTS

Section 5851. Possessing firearms unlawfully transferred or made
This section is identical with section 5851 of the House bill and

represents existing law.
Section 6852. Removing or changing identification marks

This section is identical with section 5862 of the House bill and
represents existing law.
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Section 5853. Importing firearms illegally
This section is identical with section 6853 of the House bill and

represents existing law.
Section 5854. In case of failure to register and pay special tax

This section is identical with section 5854 of the House bill and
represents existing law.

SUBCHAPTER D-PENALTIES AND FORFEITURES

Section 5861. Penalties
This section is identical with section 5861 of the House bill and

represents existing law.
Section 5862. Forfeitures

This section corresponds to section 5862 of the House bill except
that subse-ction (a) thereof is amended by deleting the words "Any
firearm which has at any time been transferred or made in violation of
tile provisions of this chapter" and by substituting in lieu thereof the
words "Any firearm involved in any violation of the provisions of this
chapter or any regulation promulgated thereunder".
The noted amendment will make the forfeiture provisions of this

chapter conform to and be coextensive with the corresponding provi-
sions of the Federal Firearms Act (15 U. S. C. 905 (b)), which deals
with the transfer of similar gangster weapons in interstate commerce.
The amendment will eliminate present administrative difficulties in
the disposition of gangster type weapons used in violation of this
chapter but not now forfeitable under the provisions of section 5862 (a)
of the House bill.

SUBTITLE F-PROCEDUREAND ADI.IINISTRATION
CHAPTER 61-INFORMATION AND RETURNS

Section 6001. Notice or regulations requiring records, statements, and
special returns

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6011'. General requirement of return, statement, or list

This section, which corresponds to that of the House bill, contains
no material change from existing law. Your committee hlas added a
new subsection to preserve the specific requirement of existing law
with respect to the identification of taxpayers for social security and
income tax withholding purposes.
Section 6012. Persons required to make returns of income

This section corresponds to that of the House bill except for a
clerical change combining paragraphs (4) and (5) of subsection (a).

Subsection (a) (1) of this section differs from existing law in that it
provides that any taxpayer who has attained the age of 65 before the
close of his taxable year shall be required to make a return only if he
has for the taxable year a gross income of $1,200 or more. As under
existing law, all other individuals are required to file income-tax returns
if they have gross income of $000 or more for the taxable year.
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Subsection (a) (4) of this section, by use of the 'term "taxable
income," conforms the filing requirement for trusts to the new
exemption of $300 granted certain trusts under subtitle A. A clarify-
ing change from the wording of existing law has been made in sub-
section (b) (3), relating to ,the filing of corporation returns by
receivers or other fiduciaries.
Section 6013. Joint returns of income tax by husband and wife

This section corresponds to that of the House bill, except for a
clerical change the redesignation of subsection (a) (4) as subsection
(d), and the addition. of a new subsection (c).
There is a substanfiitive change in subsection (b) (2) (A) of tliis sec-

tion. Under present law a joint return may not be filed after separate
returns are filed unless all the tax shown on the separate'returns, plus
any other amounts assessed or any deficiency asserted with respect to
such returns, is paid in full. This section. per;iiSs a joint return to
be file(l after separate returns have been filed if the total tax shown on
the joint return is paid.

Subsection (c) is designed to remove the problems which would
result, for example, from the application of the 1939 Code to the in-
come of one spouse and the 1954 Code to the income of the other
spouse where one spous (ldies during 1954 before theo enactment of
this code and a joint return is subsequently filed for the calendar year
1954.
Section 6014. Income tax return-Tax not computed by taxpayer

This section is the same as that of the House bill except for a con-
forming amen(lment.

If the taxpayer files Form 1040A, he does not compute the tax
but the Internal Revenue Service computes the tax and sends the tax-
payer notice of the amount payable. This section provides that in
determining such amount the credit against tax for dividends received,
provided by section 34, or the credit for retirement income, provided
by section 37, shall not be allowed. Such taxpayer, however, receives
the benefit of the partial exclusion of dividends from gross income
provided by section 116.
Section 6015. Declaration of estimated income tax by individuals
Tis section corresponds to that of the House bill except for two sub-

stantive changes and several clerical or technical changes. One
substantive change made by your committee extends the date in
subsection (f) for filing an income tax return in lieu of a final declara-
tion of estimated tax from January 15 to January 31. If an income
tax return is not filed on or before January 3i, the last date for filing
a declaration or an amended declaration is January 15. Also, instead
of the credits under sections 31 and 32 as provided in the House bill,
your committee has made a change in paragraph (2) of subsection (f),
the effect of which is to include afl credits under part IV of subchapter
A of chapter 1.
Your committee has added a new subsection making this section

applicable only with respect to taxable years beginning after December
31, 1954. The pertinent sections of the 1939 Code shall continue in
full force and effect with respect to taxable years beginning before
January 1, 1955.
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Under existing law, individuals whose incomes are primarily from
wages or salaries are required to file declarations if their income is
expected to be more than $4,500 plus $600 for each exemption. For
individuals with over $100 of income from other sources, declarations
must be filed if their gross income is expected to exceed $600. Section
6015 provides that, for an individual with no more than $100 of gross
income from sources other than wages or salaries, a declaration is
required if his gross income is expected to be more than $5,000;
however, no declaration is required by a married person if the gross
income of the married person and his spouse is expected to be not more
than $10,000, nor from a head of a household (as defined in sec. 2 (b))
if his gross income is expected to be not more than $10,000. For an
individual with more than $100 of income not subject to withholding
a declaration is required if his gross income from all sources is expected
to be more than $600 per exemption plus $400.

Section 6015 also provides that February 15 is the final (late on
which a farmer may file a tax return in lieu of a declaration for the
year. Under existing law the final date is January 31.
For a discussion of the other features of the estimated tax payable by

individuals, see the explanation under sections 6073, 6153, and 6654
of this report.
Section 6016. Declarations of estimated income tax by corporations

This section corresponds to that of the House bill, except that your
committee has changed the filing requirement for declarations of esti-
mated tax by corporations from a tax liability in excess of $50,000 to a
tax liability in excess of $100,000.
This section contains the filing requirements relating to a new system

for advance payments of corporation income tax. Only corporations
subject to taxation under section 11 or 1201, or subchapter L of
chapter 1, whose tax liability for the taxable year can reasonably be
expected to exceed $100,000 ($50,000 under the House bill) are re-
quired to file declarations. The tax to be so estimated and declared
is the income tax for the taxable year computed after deducting the
estimated credits against tax allowable to the corporation and after
deducting the $100,000 exemption.

For a discussion of the other features of the estimated tax payable
by corporations, see the explanation under sections 6074, 6154, and
6655 of this report.
Section 6017. Self-employment tax returns

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6018. Estate tax returns
This section, which is identical with that of the House bill, contains

no material change from existing law, except that the requirement
that a duplicate copy of the return be filed has been eliminated.
Section 6019. Gift tak returns
This section, except for a minor clerical amendment, corresponds

to that of the House bill. This section contains no material change
from existing law.
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Section 6020. Returns prepared for or executed by Secretary
This section, which correspohids to that of the House bill, contains

no material change from existing law. In your committee's bill sub-
section (b) (1) has also been made inapplicable to declarations of
estimated tax by corporations. Your committee has also made a
clerical amendment in subsection (b) (2) so as to restore existing law.
Section 6021. Listing by Secretary of taxable objects owned by nonresi-

dents of internal revenue districts
This section, which is identical with that of the House bill, co.tains

no material change from existing law.
Section 6031. Return of partnership income

This section, which corresponds to that of the House bill contains
no material change from existing law. For the purpose of clarifica-
tion, your committee has inserted a parenthetical reference to section
761 (a), which defines the term "partnership", and the words "taxable
income" are used instead of "net income."
Section 6032. Returns of banks with respect to common trustfunds

This section, which corresponds to that of the House bill, contains
no material change from existing law. Your committee has made a
technical amendment which substitutes "taxable income" for "net
income."
Section 60S3, Returns by exempt organizations

This section corresponds to that of the House bill except for several
minor technical changes and a substantive change. The substantive
change made by your committee would relieve the pension and profit-
sharing trusts described in section 401 (a) of the committee bill from
stating in their returns any information which is reported in the
returns of employers establishing such trusts. The granting of this
relief is to be in the discretion of the Secretary or his delegate.
Section 6034. Returns by trusts claiming charitable deductions under

section 642 (c)
This section, which is identical with that of the House bill, contains

no material change from existing law.
Sectiqn 6035. Returns of officers, directors, and shareholders of foreign

personal holding companies
This section, which corresponds to that of the House bill, contains

no material change from existing law. Your committee has made a
technical amendment which substitutes "taxable income" for "net
income."
Section 6036. Notice of qualification as executor or receiver
This section corresponds to that of' the House bill except for a

change which restricts the term "assignee" to "assignee for benefit of
creditors".
The present estate-tax law requires every executor after qualifying

as such to give the Internal Revenue Service notice thereof. Trustees
in bankruptcy, receivers, and other persons similarly situated are also
required by this section to give notice of the proceedings. Since
such notice is necessary only where matters affecting the revenue
are involved, this section authorizes the Secretary by regulations to
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relieve from this requirement any executor or any other person other-
wise required to file a notice. It is contemplated that no second
notice will be required in cases where the trustee in bankruptcy or
the court is now required under the Bankruptcy Act to notify the
Secretary of such proceedings.
Section 6037. Cross references

This section is identical with that of the House bill.
Tho cross references contained in thi, section are to specific provi-

sions of law relating to notices, exemption certificates, receipts, state-
ients, etc.
Section 6041. Information at source

This section corresponds to section 6041 of the House bill except that
your committee has made a substantive change which restores the
provisions of section 147 (a) of existing law to the extent of requir-
ing information returns from persons engaged in a trade or business
with respect to payments made in the course of such trade or business.
This section continues in effect the provisions of section 147 (b)

of existing law with respect to information returns by persons in the
business of collecting (or who collect for profit) foreign items.
As under the House bill this section also continues in effect the pro-

visions of section 147 (b) of existing law with respect to information
returns by corporations making payments of interest.
Section 6042. Returns regarding corporate dividends, earnings, and

profits
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6043. Return regarding corporate dissolution or liquidation

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6044. Returns regarding patronage dividends

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6046. Returns of brokers

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6046. Returns as to formation or reorganization of foreign cor-

porations
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6051/. Receipts for employees

This section corresponds to that of the House bill except for a
clerical change. The section contains 2no change from existing law
except that it is made clear in the law that the duplicate copy oi
Form W-2 must be filed with the Internal Revenue Service when
required by regulations.
Section 6061. Signing of returns and other documents
This section, which is identical with that of the House bill,

contains no material change from existing law.
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Section 6062. Signing of corporation returns
This section is identical with that of the House bill.
Present law requires two corporate officers to sign the return; This

section permits any one of the officers now named in the law to sign
the return, and also permits the corporation to designate any other
corporate officer as the one authorized to sign a return. Furthermore,
it is provided that the fact that an individual's name is signed on the
return shall be prima facie evidence that such individual is authorized
to sign the return on behalf of the corporation. It is also specifically
required that a receiver or other fiduciary sign any return which he is
required to make for a corporation.
Section 6063. Signing of partnership returns

This section, which is identical with that of the House bill, makes
no material change from existing law, except that it specifically pro-
vides that the signature of one of the partners shall be prima facie
evidence that he is authorized by the partnership to sign the return.
Section 6064. Signature presumed authentic

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6065. Verification of returns

This section is identical with that of the House bill.
The present code in numerous places requires returns etc., to be

made under oath, and then in section 3809 permits the Secretary to
allow the return, etc., to be made under a declaration under penalties
of perjury instead of under oath. Under section 6065, all returns, etc.,
are to be made under penalties of perjury, except that the Secretary
may permit them to be made without such declaration or the Secretary
may exercise his authority under subsection (b) to require them to be
made under oath. However, as under existing law, the Secretary
may not require an oath on individuals' income tax returns and decla-
rations of estimated tax.
Section 6071. Time for filing returns and other documents

This section, which corresponds to that of the House bill except for
the addition of a cross reference, contains no material change from
existing law.

This section follows the provisions of existing law (see sec. 3310 (i))
in that, with the exceptions stated in succeeding sections, it permits
the Secretary to fix by regulations the time for filing returns, notices
and other documents. Under present law returns for occupational
taxes are required to be filed on or before the last day of the calendar
month in which the special tax liability commences. This provision
will permit the Secretary to require returns for certain occupational
taxes to be filed prior to the commencement of business if that is
deemed desirable.

Furthermore, the authority under existing law to fix special due
dates (as distinguished from extensions of time) for the filing of
returns in particular cases or classes of cases is continued under
section 6071.'
Section 6072. Time for filing income tax returns
This section, except for technical and clerical changes, corresponds

to that of tho House bill.
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Subsection (a) of this section extends by an additional month in the
case of individuals and partnerships the period allowed for filing in-
come returns. In the case of a calendar year taxpayer, the bill
provides that the return is due on or before the 15th day of April
instead of the 15th day of March as is required by existing law.

Subsection (d) extends the time for filing returns by exempt coop-
eratives referred to in section 522 from the 15th day of the third month
to the 15th (lay of the ninth month following the close of the taxable
year so as to conform with tlhe period referred to in section 522 (b))
(1) (B).
The provisions of section 3805 of existing law relating to the time

for filing returns by China Trade Act corporations for taxable years
ending before October 1, 1953, are continued in effect in subsection
(e), and are extended to the taxable years ending before October 1,
1956.

Specific provision as to the time for filing returns as to the forma-
tion, etc., of foreign corporations, as to foreign personal holding
companies, and as to returns by corporations contemplating dissolu-
tion or liqui(lation, are not continued in this section. The time for
filing such returns will be prescribed by regulations under section 6071.
Section 6073. 'ime for filing declarations of estimated income tax by

individuals
qTlis section is identical with that of the House bill.
In accord with the change made with respect to income tax returns

of individuals; the filing date for declarations of estimated tax has
been changed from March 15 to April 15 in the case of individuals on
the calendar year basis. The other declaration dates of June 15
September 15, and January 15, under existing law are continued
without change in this section. Furthermore section 6073 will treat
oyster farming as "farming" for purposes of t e estimated tax.
Section 6074. Time for filing declarations of estimated income tax by

corporations
This section is identical with that of the House bill.
Under this section a corporation must file its declaration on the

15th day of the 9th month of its taxable year if prior to that month it
becomes subject to the requirements of section 6016, and must file
the declarationn on the 15th day of the 12th month if it becomes subject
to those requirements after the 8th month and before the 12th month
of the taxable year. A declaration filed in the 9th month may be
amended on or before the 15th (lay of the 12th month.
Section 6075. Time for filing estate and gift tax returns

This section corresponds to that of tle I-louse bill except for a
substantive change which requires gift tax returns to be filed on or
before April 15 instead of March 15.
Under existing law the time for filing estate tax returns is fixed by

regulations. This section would fix the time for filing such returns as
15 months after the date of the decedent's death. This conforms to
existing law which requires the estate tax to be paid 15 months after
the date of the decedent's death.
Section 6081. Extension of time for filing returns

This section, except for a clarifying amendment, corresponds to that
of the House bill.
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This section extends to all taxes tilhe authority of the Secretary to
grant an extension of not more than 6 months for filing returns.
Presently this authority is limited to certain taxes, such as tile income
tax, and in the case of certain other taxes it is limited to 90 days.
The second change front existing law is to grant corporations an

automatic 3 months extension for filing income tax returns if a proper
form is filed and the tax estimated to be due on the due date for pay-
ment of the tax. or tlhe proper installment thereof, is paid on such due
(late. Under this provision, the Secretary may terminate the auto-
mnatic extension by giving 10 days' notice.
Section 6091. Place for filing returns or other documents

This section is identical with that of the House bill.
This section permits the Secretary to determine where returns,

statements, lists, notices or other documents shall be filed. However,
in the case of all tax returns, this section requires such returns to be
filed in the internal revenue district determined generally under the
same rules as are now prescribed in present section 53 (b) for income-
tax returns. As to estate-tax returns, this provision follows present
law with respect to estates of decedents domiciled in the United
States; for estates of decedents not domiciled in the United States,
this provision provides for fixing by regulations the place for filing
estate-tax returns, in lieu of the alternative provisions now contained
in section 821 (c) of the 1939 Code.

Exceptions to these rules are:
(1) In the case of persons outside of any internal revenue dis-

trict, the Secretary may choose the place for the filing of the return.
Under present law, persons outside the United States are required
to file in Baltimore.

(2) The Secretary may permit filing in another district and
may require Treasury officers and employees to file in another
district.

Section 6101. Period covered by returns or other documents
This section, which is identical with that of the House bill, contained

no material change from existing law. ,

Section 6102. Computations on returns or other documents.
This section is identical with that of the House bill.
This section permits the Secretary to allow returns to be filed in

whole dollar amounts instead of requiring thd showing of cents. The
Secretary may require either the elimination of the cents, or rounding
to the nearest dollar. However this section provides that if any tax-
payer does not wish to use whole dollar amounts, he may file on the
same basis as under present law, that is, by showing exact cents.
Furthermore, this provision only applies to the total amount required
to be shown on any line on a return, and does not extend to the com-
putation of the various items which are aggregated for the purpose of
determining such amount.

This section is not intended to prohibit the use of any penny elimi-
nation accounting procedures which are allowable under existing law.
Section 6103. Publicity of returns and lists of taxpayers

This section, which except for a clarifying change corresponds to
that of the House bill, contains no material change from existing law.
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Section 6104. Publicity of information required from certain exempt or-
ganizations and certain trusts

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6105. Compilation of relief from excess profits tax cases

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6106. Publicity of unemployment tax returns
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6107. List of special taxpayers for public inspection
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6108. Publication of statistics of income

Th'I'is section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6109. Cross references

This section is identical with that of the House bill.
The cross references contained in this section are to general provi-

sions of law relating to inspection of returns, order forms, etc., of
certain supervised industries.

CHAAPTrER 62-TIMNE AND PLACE FOR PAYING TAX
Section 6151. Time and place for paying tax shown on returns

This section is identical with that of the House bill.
This section provides a uniform rule that in the case of any tax for

which a return is required, the tax shall be paid at the same time and
place as that fixed for the filing of the return. This provision accom-
plishes the same result as existing law with respect to income and gift
taxes. In the case of estate taxes existing law provides a 15-month
period for paying thile tax, but the time for filing the return is left to
regulations. Since section 6075 provides that estate-tax returns shall
be filed within 15 months after tilhe date of the decedent's death, the
uniform rule contained in this provision accomplishes the same result
as existing law for the payment of estate tax.

This section states that payment must be made to the principal
internal revenue officer for the internal revenue district. This is the
officer (formerly knowIn as a collector of internal revenue) who is
subject to suit im the district court for refund.
Section 6152. Installment payments
This section is iddntical with that of the House bill.
This section differs from existing lawv only to the extent necessary

to provide that the amount of corporation tax payable in installments
after the close of tho taxable year is the unpaid amount, that is, the
total amount of the tax reduced by that part of the tax paid currently
as estimated tax during the taxable year. For example, if the tax
of Corporation A for the calendar year 1955 is $1 million (computed
after credits against tax), and if during 1955 it paid a total of $90 000
in 2 installments of estimated tax, tile remaining $910,000 would be
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payable in 2 equal.installnents of $455,000 each. oll March 15 and
June 15, 1956...
Section 6163. Installment paymnts. of estimated income tax by inadiduals

This ectiohi is identical with that of the House ill ..
'This3 section contains no material changefromixiSting law except

that the date for filing the declaration and paying the first installment
has been changed from. the 15th (lay of the 3d month to the 15th dayof the 4th month of the taxable year (April 15 in the case of indi-
viduals ,on the calendar-year basis). 'This section. continues without
change tlhe provisions of existiiig law with reference to the second,
third, and fourth installinent dates '(June 15, Septnember 15, and
January 15 in the case of an individual on the calendar-year basis).
Section 6154. Installment payments of estimated income tax' by corpora-

tions
.This section is the same as that of the Hoi-us bill except for a clerical

change. Under the estimated" income tax system for corporations,which will becolie effectiveowith respect to taxable yeiwrs ending on or
after eDeceinber 31, 1955 the advance payments .o tax,will be made
on;the 15th '(ay of the 9ti an(l 12th months of!the taxabletear. The
amount of the tax;to be, paid on each installment date will increase
from 5 percent of the amount due for the entire year in 1955 to 25 per-
cent in 1959 and later years.
Section 6155. Payment on notice and demand

This section, which is identical.with that of the House bill, contains
no material cliange in existing law.
Section 6156. Pay'/ment qf taxes under provisons. of the TatiJf Act

This section, which is identical with that of the'House bill, contains
references to provisions for collection of certain taxes under the Tariff
Act of 1930.
Secion '61l. Extension df time for. paying iax

This. section corresponds to that of the House bill except for tech-
nical changes. ...:hThis section provides a qnform, rule permitfig 'thetSer.etary, to
extend the tune for, payment of, .ny tax or estimatEd tax shos,; 'or
required 'to be shown1i on a retumi or declaration for a' period.Whiih
may :exceed 6 'months .only'in the 'case. of 'peror' abogad.' How-
ever, the 10-year exctension periodfeornjqe 'titaxeix.reitined ..! Exist-
ing law makes no provisions for, extesisops 'pr.p:aynreat,6f0 fiany
taFp' arid in tlie case of .a tax uInposod by fubehgp.te 'B , or of
chapter 30 of the 193'9'.code, the extennsionis limited o' 90b daiys.
Section 6161 accomplisties the same result as existing law in the case
of income taxes under chapter 1, employment taxet in'lde subchapte'r
C of chapter, 9i the ,estimated tax ,under chapter'l,.', and the giftttax
under chapter 4, in all of whichcaee there are specific provisions per-mitting a 6 months' extension. , ,

Sect.iqn 1,6t. L,6tnsion of im, .ym:,..f o t ,fai^ attributable
.; to liqmdatwn. por/sq2 qldng ompa.nes ,,ia! .,Ii, ,
This section, corresponds to that 'of the House, bill (except for 'on,

forming changes.
48599-*'4'- *'f
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'llis sCCtion which permits a 5-year extension, is, under existing
law, applicable only at theo request of tihe taxpayer. In order to
permit more latitude in administering the section, this limitation was
removed. There is a further change from existing law in that section
6162 is inade applicable only to taxable years beginning before January
1, 1956.
Section 6163. Extension of time for payment of estate tax on value of

reversionary or remainder interest in property
This section, which is identical with that of the House bill, contains

no material change in existing law.
Section 6164. Extension oJ time for payment of taxes by corporations

expecting carrybacks
T'lhis section, which is identical with that of the House bill, contains

no material change in existing law.
Section 6165. Bonds where time to pay tax or deficiency has been extended

'his section is identical with that of theo House bill.
This section applies to all taxes the rule that bond may be required

as a condition to an extension of time for payment. Thills rule is
applicable to the income, estate, and gift taxes under existing law.

CHAPTER 63-ASSESSMENT
Section 620t1. Assessment authority

'hlis section, which is identical with that of the House bill, makes
two material changes from existing law. The first permits the assess-
ment of the amount of any check or money order, given in payment
for stamps, which is not duly paid.
There is also a material change from existing law in subsection

(a) (3) of this section, relating to erroneous credits for prepayment of
income tax (lre )aymlent through cre(lit for tax withheld at source
and(l payments of estimated tax). Under this new paragraph refunds
caused by erroneous prepaymlent credits may be recovered by assess-
ment in the same manner as in the case of a mathematical error on
the return. For example, assume a case in which the tax shown on
the return is $100, the claimed prepayment credit is $125, and refund
of $25 is made, and that it is later determined that the prepayment
credits should have been only $70. Under existing law, $30 (the
tax of $100 shown on the return less the $70 credit) can be immediately
assessed as tax shown on the return which was not paid, but the
remaining $25 must b)o recovered by suit in court. Under the new
provision, the entire $55 can be assessed and collected.
Section 6202. Establishment by regulations of mode or time of assessment
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6203. Method of assessment

This section, which is identical with that of the House bill, is a sub-
stantial clarification of existing law. It provides that the assessments
shall be made by recording the liability of the taxpayer in accordance
with rules or regulations of the Secretary. This will permit recording
of liability, and hence assessment, through machine operations or
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through any other modern procedure. The Secretary is directed to
furnish to the taxpayer, upon request, a copy of the record of the
assessment of that taxpayer's liability.
Section 620/4. Supplemental assessinent.s

This section corresl)onds to that of the House bill except for a clerical
change adding a cross reference. It contains no material change from
existing law.
Section 6206. Special riule.s applicable to certain employmentltaxes

This section, which is identical with that of the House bill; contains
no material changes from existing law, except that the adjustment
provisions applicable to railroad retilremient taxes have been conformed
to the adjustment provisions of the other employment taxes.
Section 6206. Cross-references

This section is identical with that of the House bill and contains
references to provisions of law relating to assessments.
Section 6211. Definition of a deficiency
This section, which is identical with that of the House bill, contains

no material changes from existing law.
Section 6212. Notice oj deficiency

This section corresponds to that of the House bill except for a clari-
fying change in subsection (c) (1). It contains no material change
from existing law.
Section 6218. Restrictions applicable to deficiencies; petition to Tax GCourt

This section is identical with that of the I-ois6e bill. The ohly
material change from existing law is made in subsection (b) (3) of this
section, which contains a new provision providing that any amount
paid as a tax, or in respect of a tax, may bo assessed upon the receipt
of such payment notwithstanding the restrictions on assessment con-
tained in subsection (a). It further provides that if such payment is
made after the mailing of a notice of, deficiency, the assessment shall
not deprive the Tax Court of jurisdiction over the deficiency deter-
mined without regard to such assessment. If the taxpayer designates
the tax in respedt of which the payment is made, the assessment under
subsection (b) (3) will be made in respect of that tax.
Section 6214. Determinations by Tax Court
This section, which is identical with that of the House bill, contains

no material change from existing law. "
Section 6216. Assessment oj deficiency found by Taxc Court
This section, which is identical with that of the House bill, contains

no material change from existing law,
Section 6216. Cross references

This section is identical with that of the House bill.
The cross references contained ift this section' are to procedures

relating to bankruptcy and reemivertship, jeopardy assessments, and
claims against transferees and fiduciaries.
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CIIAPTER 64- COLLJEcTrION
Section 6301. Collection authority

This section, which isisidentical with that of the House bill, contains
no material change froln existing law.
Section 6302. MAode or time of collection

'T'llis section, which is identical with that of the House bill, contains
no niaterial change from existing law.
Section 6303. Notice and demand for tax

This section corresponds to that of the House bill, except for a
clarifying change.

This section contains two changes from existing law. The first
change is a provision that notice and demand shall be made as soon
as practicable, and within 0 daysy, after the making of an assessment.
ExIsting law requires that notice and demand be made within 10 days
after the receipt of the certified list of assessments. The second
change is a new provision which states that, except in case of jeopardy,
payment shall not be demanded prior to the last date prescribed by
law for the payment of the tax. In the case of early returns the tax
may be assessed I)rior to the last date prescribed by law for paying
the tax, and this provision is designed to give the taxpayer the benefit
of the law which permits him to wait until the last day to pay.
Section 6304. Collection unler the Tariff Act
This section, which ic identical to that of the House bill, contains

references to provisions for collection of certain taxes under the
Tariff Act of 1930.
Section 6311. Payment by check or money order
This section is identical with that of the House bill.
Subsection (a) of this section changes existing law so as to permit

the Secretary, under regulations, to receive any check or money order
in payment for any taxes or stamps. The present law closely limits
the type of checks and money orders which may be received in payment
for stamps.

Subsection (b) of this section, relating to unpaid checks or money
orders, conforms existing law to the change made in subsection (a).
Section 6312. Payment by United States notes and certificates of

indebtedness
This section is identical with that of the House bill.
This section changes existing law to permit the satne rules to apply

with respect to payment for stamps as are now applicable with respect
to payment for other taxes. This change conforms to the change
with respect to checks and money orders.
Section 6313. Fractional parts of a cent
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6314. Receipt for taxes

This section is identical with that of the House bill.
This section changes existing law to require a receipt to be given

only where there is a request for such receipt.
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Section 6315. Payments of estimated'income tax
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6316. Payment by foreign currency

This section, for which there'is no corresponding provision in the
House bill, authorizes the Secretary or his delegate in such cases as
he may d(leen proper, and under such regulations and subject to such
conditions as the Secretary or his delegate may prescribe, to accept
foreign currency in payment of taxes.
Section 6821. Lien for taxes

This section corresponds to that of the House bill, except that the
parenthetical phrase includingng the interest of such person' as tenant
by the entirety)", which phrase is not included in existing law has
been deleted. It is not clear what change in existing law would be
made by the parenthetical phrase. The deletion of the phrase is
intended to continue the existing law.
Section 6822. Period of lien

This section is identical with that of the House bill.
This section, which provides that the lien arises at the time the

assessment is made, conforms existing law to the change made in
section 6203.
Section 6323. Validity against mortgagees, pledgees, purchasers, and

judgment creditors
This section corresponds to that of the House bill except for the

deletion of subsection (c) of the House'bill and conforming changes
incident to such deletion.:

Subsection (c) of the House bill' provided certain rules with respect
to the validity of:the tax lien, without the filing of notice thereof, as
against mortgagees, pledgees, purchasers, orjudgnent creditors. The
applicable rules have been developed under: existing law by judicial
construction, and your committee deems it advisable to continue to
rely upon judicialinterpretation of existing law instead of attempting
to prescribe specific statutory rules. The' deletion of subsection (c)
will continue in effect, the existing law.

This section' corresponds to section 3672 of the 1939 Code, As un-
der existing law, a person who is in fact a mortgagee, pledgee}, pur-
chase, or judgment creditor will be entitled as such to the protection
of this section irrespective of. the designation applied to suchpil on
under State law, forexample, 'i a Sate' which Iha adopted the Uni-
form Commercial Code and':which'ses othe'f teckis to describe such
persons. .

Subsection (b) of this section makes it clear that the notice' f lien
shall be valid, hotwithstandinig any law of th6 State or 'Territory
regarding the form or conten't'of a notice of lieri ,if thi: notice` is
in such form as would be valid if filedwith thie clerk of theUKited
States district court pursuant to subsection (a) (2): of this section.
The Treasury Department.haS consistently taken the position 'that
section 3672 of the 1939 Ccde and the corresponding prpislops
of prior law authorize the State or Territory only to designkteo the
local office for the filing of the notice of the lien. Subseet6ion (b)
is designed to eliminate any question as to the validity of the lien
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as against mortgagees, pledgees, purchasers, and judgment creditors,
whore notice thereof is filed in tlhe office designated by the law of thlo
apl)propriate State or Territory, even though the notice does not comply
with other requirements of the law of the State or Territory as to the
form or content of the notice. For example, the omission from tho
notice of lien of a descrij)tioln of tile property subject to tlhe lien would
not affect thel validity thereof, even though the law of the State or
Territory requires that the notice of lien contain a description of tile
propertyy sul)ject to tle lien. Subsection (b) of this section is declara-
tory of tihe existing procedure an(l in accordance with tlho long-
continued practice of the Treasury Department.

Subsection (c) of this section as redesignated by your committee is
in all material respects the same as existing law.
Subsection (d) of this section as redcsignated by your cornm itteeo

makes it clear that tlh Secretary may, after a notice of lien has been
filed (and such notice discloses tiio amount of the outstan(ling liability
as of the time of filing) disclose the extent to which tlhe original obliga-
tion lhas been reduced by subsequent payments. This is necessary for
thie protection of persons dealing with property subject to tihe lien who
liave a legitimate interest in determining_tile amount of the outstand-
ing obligation, as well as to aid reestablisilment of the taxpayer's credit.
Section 6321/. Special liens for estate and gift taxes

This section corresponds to that of tho House bill except for a
collforming change.
With certain exceptions this section continues in effect the provisions

of existing law with respect to personall liability and the lienas for
estate anll gift taxes. Provisions of present law imposing personal
liability for tlhe taxes have been continued, except that a trustee of
an employee's trust which meets the requirements of section 401 (a)
is relieved of personal liability for the estate tax. Present law regard-
intg the divestment of the estate and gift tax liens has been broadened
to include transfers of property to a bona fide mortgagee or pledgee
for adequate, and full consideration, including transfers by transferees
of a transferee. In addition, existing law has been modified to provide
that the estate or gift tax lien shall not bo valid as against a purchaser,
mortgagee, or pledge of a security (as defined in section 6323 (c) (2))
for full and adequate consideration and without notice or knowledge
of tle existence of such lien.
Section 6325. Relkase of lien or partial discharge of property
This section corresponds to that of the House bill except for a tech-

nical change. The section in the House bill contained no material
change from existing law. Your committee revised subsection (b) (2)
of tlhe House bill to include an express provision that if the Secretary
determines that the interest of the United States in a particular piece
of property subject to lion is valueless, he may issue a certificate
discharging such property from the lien.
Section 6326. Cross references

This section, which is identical with that of the. House bill, contaifis
references to general provisions of law relating to liens and bankruptcy
proceedings.
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Section 6331. Lev* and distraint

This section corresponds to that of the House bill except for the
revision noted below:and i' clerical change. The section continues in
effect theoprovisions of existing law relating to distraint and levy (see
seCC. 3690 and 3692 of the present Internal Revenue Code).
Your committee has clarifidf' the provisions of the House bill by

expressly providing that accrued salary or wages of any officer,
employee, 'or elected official of the United States or the District of
Columbia, or of any agency or instrumentality thereof, may be levied
upon by serving a notice of levy on the employer (as doefned in sec.
3401 (d)) of such officer, employee, or elected- olicial. The change in
this section makes iuiniecessary the change from existing law in the
definition of "person" in section 6332 (c) of the Housebill, and
accordingly that section has beon'amnended to restore the definition of
"person" contained in section 3710 (c) of the 1939 code. The provi-
sions as to levy on salaries of Government employees 'ar the same as
those applicable to any-other delinquent taxpayer.
The section retains their rule of present law which permits seizure

immediately after notice and demand in the case of'jeopardy, and in
cases not involving jeopardy pc'mit scizure only after the expiration
of the10Idayperiod following te 'issuance of notice and demand.
However, existing law provides for iimnediat seizureonly .with respect
to taxes other than income, estate, and'gift' taxes. Tho section chaniiges
present law with respect to jeopardy cases by. permitting seizure
immediately after notice and demand in the case of all taxes, including
income, estate, and gift taxes.

Existing law requires thint levy proceedings must be. carried oi
against personal property an(l then use(ld'against real property. Under
this section real property may be levied upon without first proceeding
against personal property.
Section 6332. Surrender of property subject to levy
This section corresponds to tlat of the House bill except for a

conforming change required by the amendment to scCtion 6331.
Section 638S. Production of books

This section, which is ideitical withthat of the House bill, contains
no material change from existing law.
Section 6884. Property exempt from levy

This section corresponds to tliat Of the House bill except that arms
for personal us6,' livestock, and poultry are enumerated in the second
exemption froin levy among thli items applicable to the head 'of the
household. '

'
..

This section is a modernization of existing law'with respect to prop-
erty 'eempt from levy. Tilhe first exemption covers weiing apparel
and schoolbooks necessary for the- taxpayer or for members of his
househbld. ' Nd specific value limitation i.l impbsed With ; Wespect' tq
this'iitem.inco "the iriteitt is to 'prevetit 6i*,iigthe 'ordinay clothingg
of the taxpayer':or'nmembers of his 'household, The ectnolk i&nidt
intended to exempt from seizpre expensive firs anfl similar jteihs which
ar6 luxuries and not, 'cesittis? Th secofid exemption from l6vy is
applicable 6Only' :ini'thia of^the h of'ahdsliuhol,, td4pple0to
only so much of tho fitel; provisions,; furhilture, ainh for psoiaal :use,
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livestock, poultry, and personal effects, used by the household, as does
not exceed $500 in value. The third item in the enumeration is for
so many of the books and tools necessary for the trade, business, or
profession of the taxpayer as does not exceed in the aggregate $250
ill value.
This section provides that the officer making the seizure shall

appraise an(d set aside to the owner the property declared exempt, and,
if the taxpayer objects to such valuation at the time of the seizure,
tlhe officer making the levy shall summon three disinterested individ-
uals to make the valuation.

Subsection (c) of this section states that no property or rights to
property, other than the properties specifically made exempt in this
section, shall be exempt from levy by reason of any other law of the
United States. Provisions of State law cannot grant an exemption
from levy and this subsection makes it clear that no other provision
of Federal law shall exempt property from levy. This section is not
intended to make any change with respect to the status of life insurance
policies insofar as levy thereon is concerned.
Section 6335. Sale of seized property

This section corresponds to that of the House bill except for a
substantive change in subsection (b) as noted below.

This section differs from existing law in that it treats real and per-
sonal property together and generally makee-or distinction between
the two.
The time of sale has been fixed at not less than 10 days nor more

than 40 days from the time of giving public notice of sale. Under
existing law the rule is from 10 to 20 days after notice to the owner in
the case of personal property, and 20 to 40 days in the case of real
property. This section merges the two periods and makes the period
run from the date of public notice rather than from the date of notice
to the owner.

Subsection (a) of this section continues the provision of existing
law for the giving of notice of seizure to a person whose property is
seize(l. A new provision added in this subsection permits the Secre-
tary to mail a notice to the last known address of the delinquent person
whenever he cannot be readily located or has no dwelling or place of
business within tlhe internal revenue district.

Section (b) of this section provides for the giving of notice of sale
to the owner. Under existing law, this notice of sale is incorporated
with the notice of seizure. Under this provision, notice of seizure
and sale may be given simultaneously but the provision also permits
the notice of sale to be given at a later time. This change is intended
to permit a person to got notice of seizure more promptly than would
bo possible if the Secretary had to wait until he determined the exact
date, place and conditions of sale.

In the case of the notice of sale, the section further changes existing
law (which requires notice only of the time and place of sale) to
further provide that the notice must state the manner and condition
of the sale.

Existing law requires that the place of sale must be not more than
5 miles distant from the place of making the distraint, or from the
seized property in the case of real estate. In theo case of real eState,
however, tile 5-mile rule may be ignored by special order of the Comrn
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missioner. This section changes existifig law by providing that the
sale must take place within the county in which those property was
seized, except by special prdor of the Secretary.
Your committee has made a change in .subsectjon (b) with respect

to cases whero the tax is,in jeopardy and levy is made without regard
to the 10-day period after notice and (lemlalid provided in section
6331 (a). In the case of such lovy, public notice of' sale shall not be
made within such 10-daly period unless the property is of the type
described in section 6336. ,,

A further clhaige from existing,law is contained in subsection (c),
relating to tilhe manner andconditions of the sale, In this subIection
will bo found provisions relating to the mnimuinmtin price at which the
sale shall blo made, which provisions correspond to those, of existing
law. The firstchange in existing law is a provision that tlhe Secretary
or his delegate shall by regulations prescribe tho manliner and other
conditions of the sale of propertiess. This)provision is designed(lto givo
thile Internal Revenue Service latitude to provide modern rules for
selling property in the best manner possible. The subsection states
that the regulations siiall provide that tile sale shall liot be conducted
in any manner other than by public auction or by public sale Ulnder
sealed bids. Existing law rquires all such 'sales to be:o 'condted by
public auction. The subsection also permits the regulations to pro-
vide for selling the property item by item, in groups, in. tlheo aggregate,
or by both separate sale an( aggregate pale. with whichever sale pro-
duces the higher amount being the final one, ' ..
The second chang in existnget law .madc by subsuectioif-() is the

provision which' pemnits thie reguIlationsitprovide lmat tlio innounqc-
ment of tlje minimum price may ba deiferred until tie receipt of tlo
highest bid. Thlo intent of suchl a piovisioi is to preveit.aliuiounce-
ment of the minimuim pihice froih'depressiig the am'oui4tof thie bid.
Tho subsection also specifically refers to authority,by regulations to
use other methods foradvertisingg the sale in addition to those re-
quired in the giving' of public notice (for example, in trade journals
in the case of special aechihney).

Subsection (c) of this section mikes a further change in existing law
by providing that the sale may be made 16r a partial down payment
and a subsequent payment of the balance of the amountbid. Under
existing law the entire amount of the highest bid must be paid at 1the
time of sale. Since a higher bid night be 'obtained if the purchaser
were permitted a reasonable time to raise the balance of the bid (in
cases where ho makes a reasonable' down paymen;), the section gives
the' Secretary authority to provide for such cases by. regulations.
Under this provision payment of the balance may be deferred for a
period not to exceed 1 month. Furthermore,; if the balance of the
amount bid is not paid within the period allowed, the' Secretary may
either proceed to sell the property again (and -in' such case ithe part
payment shall be forfeited and the second purchaser shall'~ take free
and clear of all claim of the defaulting purcaser).,or, the Secretary may
at his election bring suit against the purchaser for the unpaid balance
with interest at 6' percent.
For restrictions on sale of seized propeoty padming i'ax Couit

decision after a jeopardy assessment,see the explanation under section
6863 (b) (a).
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Section 6336. Sale of perishable goods
This section is identical with that of the House bill.
Existing law contains provisions to cover the sale of forfeited perish-

alhbl property but not of such property levied upon. The principles
of the provisions relating to forfeited property have been adopted in
this section for the sale of perishable goods seized by levy. In addi-
tion to perishable goods, the section also covers property which can-
not )o kept without great expense. This section provides that the
taxpayer shall be given an immediate opportunity to pay the appraised
value of the property or give satisfactory bond for such payment, and
in such easo the property will bo returned to him. If he fails to pay
such amount or give bond, the Secretary may as soon as practicable
make public sale of the property in accordance with regulations. In
case a bond is given, the section specifically permits payments secured
by the bond to be made at such time as the Secretary determines to
b)e appropriate uln(ler the circumstances. This provision will permit
the collection officials to take into account normal commercial prac-
tices for the disposal of such property.
Section 6337. Redemption of property
This section, which is identical with that of the House bill, contains

no material change in existing law.
Section 6338. Certificate of sale; deed of real property

This section is identical with that of the House bill.
Existing law requires that a certificate of sale be given to the United

States in cases in which the property is purchased at a minimum price
for the account of the United States. This section eliminates this
provision as being obsolete under modern practice. However, the
provision for giving deed for real property purchased at the minimum
price by the United States is retained, since the recording of such
deed in the local registry is necessary to keep local property titles in
order.
Section 6339. Legal effect of certificate of sale of personal property and

deed of real property
Tillhis section corresponds to that. of the House bill, except for i

clerical change.
This section changes existing law by the addition of a new provision

witlI respect to the recording of the transfer of title of motor vehicles
sold after seizure for taxes. These provisiojis correspond to those now
in the law authorizing the transfer of corporate stocks. The new
provision states that any public official charge d with. registration 6f
title to motor vehicles shall make the transfer in his records upon
receiving notice of the certificate of sale in the samo manner as if the
certificate of title to the motor vehicle were transferred or assigned
by the party holding it. This new provision will keep the public
records of title to motor vehicles in proper order,
Section63`O. Records of'ale .

This section, which is identical with that of the iuse bill,i contains
no material change in existing law.
Section 6841. Expense of evyand sal ; ,

This section, Which is identical with that of the House bill, contains
no material change in existing law.
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Section 634. ApplicationA of proceed of.,l .

This section iq identical with thatof the Hous Jbill.
This section continues in effecttheexisting Iaw which requires the

proceeds of the sale to be applied against the expenses of the levy and
sale, against any specific Federal tax liability on the seized property,
and against the liability of the delinquent taxpayer, and for any sur-
plus proceeds to be paid over to the person or persons entitled thereto.
Section 6343. Authority to release ley
This section is identical with that of the House bill.
This sectioti permits a levy to be lifted, or seized property to 'be

returned, if tho Secretary determines that such action will facilitate
the collection of the tax liability; for example, where the. taxpayer
makes a proper agreement with the collecting authorities whereby he
undertakes to pay the liability in installments.
Sectiotn 6844. ross references
This section, which 'except for a clerical' change corresponds to

that of the House bill, contains references to levy provisions.

C1JA irRa 605-A BATEMEN'r, CREDITS, AND REFUNDS
Section.6401'. 'Arounitsteated soverpdyepints .

This sctioi, 'Which i idcritical' with that of thie House bill, makes
no ateri atciangrn isiiigl;-.
Section .40 .'Au44ortyi to ma cre, or reJu , .,
This section,,which 'is identical ,with that of the House bill' changes

existing'law so as to permit expressly.the creditngf of interest on an
overpayment against any:outst/ading liability for any tax.: t, '..
Sectwo 6O$.iOpaymit.Onitllfinitt -;'

* '..
,''S

This section whiAH ietica twiith tat. of tei Houses btil, extends
to any' tax; payibye, ins allentil the provision of existing law
-ppjicable': mte· ,in'-'t,,i-, ,' ,

;- ;i''
Section 6404. Abatemnts.;m;:t i[:t; . i; oi .ii;.,.i, :;,,. ,.|:.

This section.is identic:,wifth. }A of; tse 1;llAe
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Section 6406. Prohibition of administrative review of decisions
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section- 6407. Date of allowance of refund or credit

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6411. Tentative carryback adjustments

Thllis section, which is identical with that of the House bill, contains
no material change from existing law, except that the decrease in
tax may under this section be applied against any tax due from the
taxpayer. Existing law permits the application only against income
taxes.
Section 641t2. Floor stocks refunds

This section in the House )bill made no change from the then existing
law. Thereafter, the Excise Tax Reduction Act of 1954 was enacted.
Your committee has changed the section to conform to that Act.

Subsectioii (a) of the House bill incorporated the provisions of
the 1939 Code relating to floor stocks refunds on electric light bulbs.
These provisions of the 1939 Code have already become effective as
a result of t.he Excise Tax Reduction Act of 1954, and have therefore
been deleted from this section which will become effective after those
provisions have served their purpose. The Excise Tax Reduction
Act of 1954 added to the 1939 Code now provisions for floor stocks
refunds of the tax on motor vehicles, and these provisions have been
added by your committee to this section as subsection (a) thereof;
The effective date of the floor stocks refund on gasoline, provided

for in subsection (b) of the House bill, is changed in the reported bill
to April 1, 1955 to conform to the Excise Tax Reduction Act of 1954.

Subsections (c) and (d) of the House bill have been redesignated
as subsc-iions (d) and (e), and a new subsection (c), relating to the
applicability of the general administrative provisions to the floor
stocks refunds of the taxes on motor vehicles and gasoline, has been
inserted by your committee for the purposes of clarity.
Section 6413. Special rules applicable to certain employment taxes

This section, which is identical with that of the House bill, makes
two changes from existing law. The first change conforms the pro-
visions relating to the adjustment of railroad retirement taxes to the
adjustment provisions of the Federal Insurance Contributions Act.
The second change will treat special refunds of employee tax under
the Federal Insurance Contributions Act in the same manner as an
overpaymiOnt of tax.
Section 6414. Income tax witheld

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6415. edits or refunds to who collected certain a

This section corresponds to that of the House bill except for a clerical
change to conform to the Excise Tax Reduction Act of 1954. '

Existing law expressly provides in the case of taxes on transporta-
tion and safe-deposit boxes that credit or refund is made only upon a
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showing that the taxpayer has not passed on the tax. This section
xnakes it clear that this rule applies to taxes oi admissions and club
dues.
Section 6416. Certain axes on sale andservices

This section corresponds to that of the'Hoiuse bill eXcept'forbdlerica
changes, changes to conform to the Eteise Tax Redtlti6n Adct of
1954. and a revision of the provision in the Houso illfrelating to the
requirement that credit or refund will be made only if 'there is a
showing' that the tax has rot been passed on. Under the House bill
this requirement was applicable in the case of overpaymente 'deter-
mined under paragraph -(1) (relating to price rea'djustments) and
paragraph (3) (relating to tax-paid articles used for further' mnanu-
facture) of subsection (b).' Under your comniittee's amendment,
this requirement will not be applicable to overpayments determined
under such paragraph4;

Subsection (a) of this section extends to the cabaret' tax'ithe rule
that credit or fund will be made only if there is a showing that the
tax has not been 'psed on. : -

Subseetlon (b) 'of this section iniAkes s'vyral chases ir existing la:'
First, the provisions of existing law,,trbeatitig ertain, e'aes 'ii Which
paymnents'are: 'conidered ov'rpayiments by ireaso of :ap'ri 'adjuSt-
mentbotweene seller pharbeeextnddthesellr land t'ehpurfhaie !h4vV'heexthnddd the
tax on diisol fuel and ithb tax 'ontlpistbls aind rvblmvei; However,
under this setion! creditot feftihd shall bee'ade .without' inteiestiii'
any case wheo the overpayment is caused by prici'radjutmt.
This is the ruler-of exi/tingtlaw with!rIspet to m&tnufctu're^rs efXise
taxes. Existifig law- eo6ntaihs' a similar-provision prohibition/ .int e'it
in respect of manufacturers' excise taxes and theta tax onhdi.sei fuel
where the article is sold for certain sPoified use' 'or resale. This
section extends this 'provision to retailers' excise taxes'
Se 67 .!,Coco'i i j.

,
"i,, '4.'1 ';

Thi's section, ;which is1dentlcawith that.ottMe,u oue bill, contains
no material change from'eisting law-, : . *>.,:; * ) i u^ \t\
Section 641. Sutar -;.C.'( ' ,
This section; which' isidenticall wit that of'the Housebiilcontauin

no material Cha'aiae fimniixis/tinghI'- ; .i!.';'" i'!
'e 'w 6;.: ,/ .' ,.2nj .'t' :i.;'.:; ,, . ,

,
...f ''' : !-:; , :., ,

j.'', .'i.
This section, wbhiph is identical with 'that of the House'bills contains

no material change from existing law i, ; . 1i;' ;;,,!.
Seci'bnB4f0.'.'issr'f:'esnesi"" ' ; ."''6,,:...,Thissettlontsidtc'Id' 'tlaWtof1h'. eHbi s6. . :conThis section tc6iamsreference'togofieilca loidhs Oftlawrela.oit
to credits, refunds, overpayends,and .abteminta. .,

"; ' ."i:', ,''';""',f4 ::-
' ' t 'i1 t4 I W

w^·z -..t^ N .w:.':,, ,rA e.4.'A,'.i
4old.,.
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Subsection (a) provides a 3-year rule for the assessment of taxes,
commencing with the date the return was filed or, in the case of stamp
taxes, with the date the taxes become due. The period for proceeding
in court without assessment is the same period. This rule is existing
law only with respect to income, estate, gift, social-security taxes,
,ind income tax withholding on wages.

Subsection (b) of this section extends the existing income-tax rule
that an early return shall be deemed filed on the due date for statute
of limitations purposes. The provisions of this subsection extend this
rule to all taxes for which returns are required. This subsection also
changes existing law in that the execution of a return by the Internal
Revenue Service will not constitute the making of a return for the
purpose of starting the running of the statute of limitations on
assessment.

Paragraph (2) of subsection (c) which provides that there shall be
no limitation on assessment or proceeding in court in the case of a
willful attempt in any manner to defeat or evade tax and which is
existing law as to all taxes other than income, estate, and gift taxes
was extended to the latter taxes by the House bill but your com-
mittee has restored existing law.

Paragraph (4) of subsection (c) contains the;existing provision of
the income-tax law permitting an extension of time for assessment by
written agreement between the taxpayer and the Internal Revenue
Service, and extends this rule to all taxes except the estate tax
imposed by chapter 11.

Subsection (d) of this section provides an 18-month period of lim-
itation where there is a request for prompt assessment by an executor
or other fiduciary representing the estate of a decedent or a corpora-
tion in liquidation. Under existing law this rule is applicable only to
the income taxes of the decedent, the estate, or the corporation. this
subsection extends the rule to all taxes payable by return other than
the estate tax. The subsection includes a new provision which requires
the written request for prompt assessment to be filed in such manner
and such form as may be prescribed by regulations.

Several changes from existing law have been made in subsection (e)
of this section. In paragraph (1), which relates to income tax, the
existing 5-year rule in the case of an omission of 26 percent of gross
income has been extended to 6 years. The term "gross income" as
used in this paragraph has been redefined to mean the total of the
amounts received or accrued from the sale of goods or services prior to
diminution by the cost of such sales or services. A further change from
existing law is the provision which states that any amount as to
which adequate information is given on the return will not be taken
into account in determining whether there has been an omission of
25 percent.

Paragraph (2) of subsection (e) applies to estate and gift taxes a
rule, corresponding to the income-tax rule, for an, extended period of
limitation where, in the return, there is a 25-percent omission from
the amount of the gross estate or from the amount of the taxable gifts
made during the year. This paragraph also includes provisionsit
the effect that any ites as to which dequat imformatioh"is given
on the return' shall not be taken into account in deteriinin te 25
percent omission. This paragraph is the same as that of the Hous
bill except for a clarifying change made by your committee to make
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certain that; an.increse in the valuation, of an item shown. on the
return will niot bring ipid operation the 25-percent omission rule. ,
The provision in existing,l]w for a 7-year period oflimitation here

a tal/ayer fails to include in gross income his distributive sharo. ofthe
income of a foreign personal holding company has been changed to
6 years. * .,

Subsection (f) of this section provides that the personal holding
company tax may be assessed or a proceeding in courtfor tho collection
of such tax may be begun without asaessment.at any time withiMi 6
years after the return was filed, in cases where a personal holding
company fails to file-with its income tax return for such year a schedule
setting forth certain information'as to items of gross'incomo received
or the names and addresses of individuals who own'more than .50
percent ip value of the outstanding capital stock of the corporation.

Subsection (g)'correspodri(dl WI:the same u)bsectlo 6 f, the,.Hose
bill except that your coi'mitteA' has t'dded oA i'̂pa gpithereto;Pa'agraph '(1) of subsection (g) 'vhlich is idnticlal ti' stibst'ion1((g)
of theHolise bill,. reperpts ci h'l;e igyrd.tiachieV in'ah better
fashion tf16 purpose of' section ;27 -(g) 'of eistiAiW'1i'kth i
provides a 4-year period of limitations, where .taxablecorpD-iohs
make 'no return, but 'tei' s1aitbldqer'iiicludM in' their i:cooi theirr
dist.nbuti]v~.shae' Wtie ne' income'ot e .o!6atii?'Pf'l P^i'
(1) 'of subsectioh' :tlr6ddesthat:f.a 'iitw69 r,;iJClr'lt~r; i

retuirnA shaKbo 4eemed'the i~fidofithe' cooition forjpurioses of
meiiiAg th+ii'p of thi'S d of liiitaiin ; ' ";

Paraeraph' ;()' .of'b acdtiohn'^'(wltlnh(a)'*hhoicor'!erhAirtrt'iiniihe
HouMe'!billvifp'ruer'thatif'aibut, e ihri^o
it isaPnexeoiblitan tioerfor'adti'ria fle'^ r ,i ederf
sectioiiOA 3,sicSrtt s'all'beci'W 'the tie.aft coiporA
!tionfoiro iiilnnim tffio period'ofliidi^tiihon%i,

income tax liability for the taxable year. . '
n.'.:<,;diI ,i-}, .', ":' ..; .!;: x,,' ., !..'. :.;-',; : ,· ., ..';:.SectioSn 65OQ. Col4lt ,after.e8s8 ,; ,, i-ii) ; 'o.:o

rThis section, which is; identical with thitof tieHouse ibill,;makes
one' materiatijange from existingi law`b, providing ,that ,an agreed
ment extendithe periodjfor collection miiybe made after the 6-year
period has expired if there is a release of levy uideir secion6a43 and
df made beforet :ch release. See thie discussion of section 6343. i .

Seth.'.O. ISw peimre6- A-...i...4......i.re co.. T
*î s section corresnds- tiat ot,liHou tsebiep

inct.olr iA 'Bhan *A.int!lnt ;f nlfi irr.,....h,.ai ....r...t't.a,:e
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Subsection (c) of this section is a new provision which states that
the period oflimiiitations on collection. after assessment shall be
suspended for the period collection is hindered or delayed because
property of the taxpayer is situated 'or heldoutside of the United
States, or is removed from the United States. The total suspension
of time under this provision shall not in the aggregate exceed 0 years.

Section 6504. Cross references
This section corresponds to that of tho House bill except for a con-

forming change.
This section contains appropriate references to provisions relating

to limitations on assessments and collection.
Section 6511. Limitations on credit or refund

This section corresponds to that of the iouse bill except that your
committee has provided that tihe 3-year period (as distinguished from
tilo 2-year period after payment ) for filing claims for credit or refund
shall run from the diue date of the return (determined without regard
to any extension of time for filing) instead of from the date the return
was filed.

Subsection (a) of this section provides, for all taxes in respect of
which a taxpayer is reqtiired to file a return, that the period oflimita-
tion.? for credit or refund shall be 3 years from the time the return is
due (determined without regard to any extension of time for filing),
or 2 years from the time the tax is paid, whichever of such periods
expires the later, and in cases in which no return is filed the period is
2 years. In the case of stamp taxes, subsection (a) provides a period
of 3 years from the time the tax was paid. These provisions are
consistent with the new u 'ifoim rule in section 6501, relating t the
period of limitation on assessments. IExisting law, except in the case
of incomot estate; gift, and certain employment taxes, provides a
4-year period.

Subsection (c) of this section extends to all' taxes except the estate
tax imposed by chapter 11, the rule, now applicable to the income
tax, that the period of limitation-for credit or refund shall not expire
prior to the end of 6 months after any extension of the period for
assessment agreed upon between the taxpayer and' the Internal
Revenue Service. The provision authorizing such extensions of the
period for assessment, which under existing law applies only to the
income tax,has boon made applicable to all taxes except the estate
tax imposed by chapter 11, and this subsection extends the correspond-
ing rule on refunds to the same taxes.
Paragraph (3) of subsection (d) provides a special 10-year peril

of limitation with respect to refunds resulting from foreign taxes paid
or accrued, which may be claimed asasa credit against the tax'impbsed
by chapter i in accordance with tlie visions of section 901 orIthe
provisions of any treaty to which the Un.ited States is a party;:

Subsection (e) corresponds to existing law except for the 2-year
period in paragraph (1), which period is 1 year under existing law.
Section 6612. Limitations in case ofjpetition.to Tax Court ;,

This section of the House bill,-which contains nho material change
from existing law, was adopted by your committee with two clarifying
changes.
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Section 651S. im~ return d&emed filed'aid tdax considered paid
This section corresponds to that of tthe House bill except for a

clerical and ae6onforming change in subsection (b).
Subectio'ri (a) of this section extends to all other taxes, in rpect

of whicl itJlo txpaCyeris required to file a return, theo cistiginplcome-
tax rule as t6 early returns and advance payment. Under .this rule
an earl9 taxtreturn or anadan nce pay,'mi'it of tax is deemed made,
for tho purpose of stiiting the period[, imitation for credit or refund,
onl tile dueo dateof tho rgt.iurn or (ho 'payment. ',

Subsection'(b), relating to the credits'' for withheld iniome''tax on
wages and payments of estimated ta',: corresponids Atq cdist)'g Jaw
in that thl presu'mptivoIdat off payment is the du'o,'eo f 1tth¢or-
porartion or hnividvatincal .cmix returnias, lie ct!' may.1p, deter-
mined withotit regard io dany estpnsjn of tinioorfihinsUCh feettin.

Sibsection' (c)- relating to piesiumptive (ates in thecase of returns
andni 'payme. ts' ofi socialccur9t. aiyxesslndmncome-tx;.; h4i olding,
conta ina similgr change to conform ' thenDwflingdate.,l

Subsection (d) of thiis section clarifies the rulo pplcabo ina se
in w!ichi an overpayment ofineco 'tax is claimed ,on tles'ettltfn p;as
credit against estlinatced tax for tho next year. In many cnse tiheti-
payer fails to reflect on4tlcti-m'atd.ta. return tlie armomnnt 'c]'ali'.
This sutbseionprovided ttat, in sduch a case, t.ie aounrt o the oyer-
payment fOrthile (istt yt' shalotrb eated as a payment for, te second
year, that is. tli year forwyhlih theo, timltd tax ispDid and the
apple icable period'of'Wihitalioins sfall be,,debcrmned:witih respect lo..thle,;condlybI,;;d . f, ,, , ,S,I,i!,,'n ;, |'\re'q -cctoi
Section 6514. (Credits or refunds a//er period oj limitation ,... , ',-

This section, which is identical with that of tle House bill,\contains
no material changes fromexistingg law, ,

Section 6615. Cross references , ;:

Tisl' section corresponds to that of the House bill except-for a
conforingh change.: , ::

Thisb'eetion' contain's appropriate refetzces: to provislobn relating'
to limitations on credit oi,refimnd- '

Secwn,,6l fl,fLfttwno!&,::ect,tm,t o;:tmOn,-iaS, !of re4tew.uzurider d4fferAt chaptrs-lt, h ;;';/.k ;;is tt
This section, whihwI idejitiaJ with.ha[tof ,theiousi,, o nstno,w atQria)lchaing8fema.,eiws,..,fro ;x.:t,',A.!

S&e'ioA '66i3.' Peti'>oJsl'mit2lfatibtt wto^eons ".! *lji ''
TlhiF etibni crresWp~onds to bat of'eHotie billb e jtettffi

chang s describeed ow.',-,. .. i ..,',beo- ,,,
. '!. t'I '

zkw'uuvs rialzuh it(i4etff"bt -

7207, relating:to falesestaments and.fitdfidAl Ifi!~iit (
offense- described, in section.7212:'(a) refatiingioyihtid ati .f

the United State. .Your committee ha.rest.rtoj4t^, .

qw :

4MMn C*
.
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with respect to the period of limitations applicable to each of these
offenses,

Tile Holse bill also changed existing law by providing that the
period of limitations shall be suspended during the period the tax-
payer is outside the territorial limits of the United States, and by
expressly referring to the suspension of the period of limitations while
the taxpayer is afugitive from justice. Under existing law the period
of limitations is suspended during the period the taxpayer is outside
of the judicial district in which the offense was committed. Your
committee has provided that, in any case under the 1939 Code where
the period of limitations would expire more than 3 years after the
(late of enactment of this title, this change in existing law shall be
applicable in lieu of the sentence in section 3748 (a) of the 1939 Code
which relates to the time during which a person committing an offense
is absent from the district wHerein theo same is committed, except
that in any such case in which this provision is applied the period of
limitations shall not expire prior to 3 years after the date of enactment
of this title.

This section also provides that for purposes of the period of limita.
tions on criminal prosecutions the rules of section 6513 shall be
applicable.

This section and that of the House bill further provide that if a
complaint is instituted before a comnissioner of the United States,
within the prescribed period of limitations, the period of limitations
shall not expire prior to the date which is 9 months after the date of
the making of the complaint. Under existing law, the extension of
time is until the discharge of the grand jury at its next session within
the district.
Section 663S. Periods of limiftahin on suits
This section corresponds& to that of the House bill except for a sub-

stantive change in subsection (b).
Subsection (a) of this section makes two changes from existing law.

Paragraph (2) of subsection (a) provides that the 2-vear period of
limitation for filing suit may be extended in any case forsuch period
as may be agreed upon in writing between the taxpayer and the Sec-
retary. Existing law. permits the period to be extended only to the
date of final decision in one or more named cases thAi pending before
the Tax Court or the courts.
Paragraph (3)' of subsection (a) contains a new provision which

states that if the taxpayer files a written waiver of the requirement
that he be sent a notice of disallowance of his claim for refund, then
the 2-year period for filing suit for such refund begins to run on the
date such waiver isfiled.'

In subsection (b) of this section your committee has restored exist-
ing law by changing from 6 years to 6 years the period in which the
United Sttes may bring suit to recover an erroneous refund if it
appears that any part of the refund was induced by fraud or misrep.
reseitation of a material fact.,
Section 66ss.CoIsbinrefc:· .This section, which is identical with that of the House ill; contains
references to general provisions of law relating to the running of 'the
statute of limitations.
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CHAPTf 67-IRNTHRFST
Section 6601. Interest on undernaymenms nonpayment or extension of

tinie for paijment; of fax
This section corresponds tothat in the IHouse bill except for con'i

forming change and for a change to provide that if notice and d6manii
is made for payment'of tx,' and if the amount demanded is Paidl
within 10 days after such notice and demand, interest will not be im-
posed upon such amount for the period subsequent to the date of'the
notice and demand.

Subsection (a) of this section provides a general rule .that: interest
at the rate of 6,percont shall run fromnthe due date to the date paid
in the case of any amount of tax hicll is not paid on the due date.
The only exception to this general rule is con tAied in subsection (b),
which subsection retains the provisions of existin'g'la"Withl rcpect to
the 4-percent rate charged in the case of the estate tax where a'i ex-
tension is granted because payment Would r'6sult in undue hardship
or wl)ere postponement of;paynmeht is permitted in the ease of the tax
attbibutable to the value of reversionary or remainder interests in
pr '8ye -- ,,-o. --
Unde tthis section, the 4due date is' determined without regqrdcgto

any extensio't of time', and interest will b'ec6llcited during the'period
of the extension; nd for any furthlier'priobdtduiiig: whi'ethitaxt^ i
mains unpaiU,; .This' is irue tlnder'exiti^gA'tl ,excest.tiat I6n.-t
dat~ the extension nds theiiit/reatfh& ed'^lf th pffai f the.
tension begins to bear interest. Under the provisions ofthis seidtibn
there'isio interest 'on iit6est. 't ndr existing lawi, in' the'c& .of
deficiencies in income estate'or giftftaxes,' iitetest ,unsi'from the dat
prescribed for payment of thli tax tb'the' date' of-asessent of th
deficienc"and, then interest on tie amount assed runs from thb
date of assemntt. ;'. ':
.Ithe case of stmp txees whicit are1 tot paid, 4thertiSs no minteestunder existing law until the tat i's asessedi UUndeortheb rvisibom of

this section, interest will run from the dtethethliabrility for thb tax
a'

; -*se*.,' -.' ' t :-.M
This Sectlit/'ilo provides'vail̂ rUlIafbi'!dt hiiri th'e1^st

date prescribed for payment -in additionl'to tlite 'rtilde Aottiab6ve
One rule is that in the case'of instaJlment paymnt ,ipterpt on any

Aoohqhowonthe U.-,re due dateoBe the'^ o;n taeo
wn 'rn 'the ~ larun,.o- me, nsIent9'notice and demand or subsequent Installments is isudd under section-

6152 ( WLiterest.asut hsuI']t.,~taumn~ Tm. fromIiotice 0dBiifaot . .
where,iby reason of! peitrdyIt':einiiten'ied before: the.due
date otherwise prescribed.' in. suchB / iteret.wi.ll not.beintz

midd6W*(d"iofiaidf :th~dtE iot#*i&ai'WAdei'ir`;tUili-*)

rundprior to tfiuo Mtdti&idr' ^4 q'
Drb~eti~i^re^̂ocdio&bo*O^'~in'' en&*.^I^

anid dmaki~d of-,the 'd1%t6 ftee~cfsudreili
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Another exception to the general rule makes a minor modification of
tlhe effect of the Sceley Tube & Box Co. decision (338 U. S. 561).
Under this section, interest on a deficiency which is eliminated by a
carryback will run from the original due date of the tax to which the
deficiency relates to the end of the taxable year in which the net
operating loss arises. (A corresponding change has been made in the
provisions for interest on refunds caused by carrybacks.) The 6 per-
cent interest provisions of this section supersede the provision in
section 3770 of existing law for 3 percent interest in the case of exten-
sions of time to certain corporations expecting carrybacks.
Section 6602. Interest on erroneous refund recoverable by suit
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 661I. Interest on overpayments

This section corresponds to that of the House bill except for a
clerical amendment. The section provides that in determining the
date of the overpayment in order to compute interest on the over-
payment, the same rules as to presumptive dates of payment shall
e)o applied as are applied for the purpose of measuring the period of
limitations on refund or credit. Subsection (e) of this section pro-
vides that if any overpayment of tax imposed by subtitle A (income
taxes) is refunded within 45- days after the last date prescribed for
filing the return of such tax (determined without regard to any exten-
sion of time for filing the return), no interest shall be allowed on such
overpayment.

Existing law denies interest on an overpayment caused by a carry-
back for any period prior to the filing of a claim for credit or refund
of such amount (or filing a petition with the Tax Court with respect
to such .amount), Under this section, interest is denied only for the
period prior to the close of the taxable year in which the net operatingloss arises. This is consistent with the rule for interest on underpay-
ments (see the discussion-of sec. 6601).
Your committee has deleted those provisions in subsection (g) of

this section of the House bill which duplicate those of section 6406
relating to prohibition of administrative review, and has substituted
a cross reference to section 6406.
Section 6612. Cro8ss references
This section, which is identical with that of the Houise' bill, containis

references to general provisions of law relating to interest on judg-
ments for overpayments and to restrictions on interest.

CHAPTER 68-ADDITIONS TO THE TAX, ADDITIONAL AMOUNTS,
AND ASSESSABLE PENALTIES

Section 6Gfl. Failure to fle ta return ,.
This section correspondsto that of ithe IHouse bill except fr a, con-

forming ,change and a teclhical change. The technical amendment
includes in subsection (a) of this section a reference to suibcaaptr;A
of chapter, 53 (relating to machine guns and certain other firearms).

Subsection (a) of this section provides a uniform, generalr.ule. a to
the additions to tax for failure to file a tax return. Thi rvle, which
corresponds to the present rule for income. taxes, :,sapplijcblie all
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taxes in respect of which a taxpayer is reqUired to file a return,. Under
this rule, a taxpayer may avoid the addition to the tax' for delinquent
filing by showing that theo delinquency .was due to reasonable cause
regardless of whether: a return is ever filed by him., Thisis existing
law with respect to income taxes. However, with respectto iany
other taxes imposed by the present code, existing la? requires that a
return- be filed by tthe taxpayer before consideration is given as to
whether or not tJere wvas reasonable cause for his 'failui tot file'i;l

Subsecti6n (b).of this section provides that tho' addition;, to-.li' tax
will be computed on the net amount due bh the rtuhi ratherthan on
the gross amount of tax required to be shown-on the return. This
provision is important in the case of tlo income tax where alargo' part
of the amouhntof the tax shown oil the return may have been prepaid
through declaration of estimated tax or through income tax with-
holding on wages.
Section 6652. Failure to file certain information returns

This section corresponds to that of the House bill except for a
clerical change.

This section provides that there shall be'paid $1' for each required
statement of information (such as each Form ?1099 requiredA bto be
filed, 'or" each: copy of Form W-2 required teobeattached to Form!941
for the last quarter of the year) which is not filcdi but the total amount
to be paid for any ribo calendar year in the case of any one person
shallinot exceed $1,000.

;A clerical change has been made by your committee to conform the
reference to section 6041 in this section to the revised heading of
section 6041. "
Section 6668. Failure to pay tax ,

Thit teioncorrespondsto-that of 'the House bill except for one
substantive change. Your committee has amended subsection'(a) to
provide that the additiontottho' tax of 6 percent of the'underpayment
in income and gift ta4x "a' 'shall not be ipade Whe'eaa taayer in good
faith intentionallyadisregards irles and regiilations because he reason-
ably believes the rules or regulations. are invalid and attaches' to his
rtuil- an adequate statement which sets forth the rules!or regulations
disregarded and the grounds for believing them invalid,4 ;

'

I
Subsection (a) iprescibes' an addition to the tax of 6 percent of the

underpayment in'income taxi andgift tax return cases .for underpay-
menits of tax resulting fromnegligence'or intentional disregard ofrules
and regulations, subject to the above indicated change madeby; your
comm ittee, ' ; . ,. \\:,J! *;, . -; h: , ,*. -. / :; -. .. ., .'. lsi
For all taxes for which returns are-requiredc this section presribOs

additions to rrepndingto those of existing law relating
to the income tax, 'for underpayment of tax reulting frobifraud (50
percent of the underpayment).s, Existimngalw, imposessi50 percent
addition ina the case of fraud applicable to llitaxe, but,,i the! caseof taxes other than income, eetate,snd gifts that addition: bed on
the totl noutf ta iompo0.d. This sectn further prides that if
the 60 .entpe lty reUltig from frauw .sd the edition to
taxw*er eecOon 8661fotMi
witheiOpecttoitheuiioeoia Mother change povided in

thifsaction is the subs titution, for the pena myrided risi lawi
of an amount equal to the amount of any stamp tax evaded or not
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paid, of an addition to the tax of 50 percent of the total amount of the
underpayment of such tax.
Section 6654. Failure by individuals to pay estimated income fax
This section corresponds to that of the House bill, except for a

substantive change in subsection (d), tho redesignation of subsection
(o) as subsection (f) with a technical change therein, and the addi-
tion of new subsections (e) and (g).

'1his section is a now provision which supersedes the penalties
provided l)y section 29t (d) of existing law.

Subsections (a), (1)), and (c) substitute, for the charges under
existing law for failure to comply with the provisions relating to the
estimated tax, a single charge of 6 percent per' annum, computed
for each installment date on the difference between the amount
paid and 70 percent, (66%'percent in the case of farmers) of the
amount which should hlav been paid. The charge would run until
the amount is paid or until the filing da:t for the tax return, which-
ever is earlier. For example, a taxpayer otherr than a farmer) show-
ing a tax liability of $40,000 on his final return has paid a total of
$20,000 in equal installments of $5,000 during the year through with-
holding and declarations. Since the amount of prepaid tax in each
quarter is less' than one-quarter of 70 percent of the final tax liability
the charge is applicable for each quarter and would be computed
as follows:
(I) Tax liability .----------------------------------------------- $40, 000
(2) 70 percent of tax liability -..- --------------------.--------- 28, 000

3) H of 70 percent ------------------------------------- 7, 000
(4) Deduct quarterly prepayment----------------------------- 5, 000

(5) Basi.s for CompUtation of charge (lnic 3 minisi lino 4) ------- 2, 000

(6) Additional charge: .....

(a) 1st quArtor-6 percent of $2,000for 35days -------. 120. 00
b) 2d quartor-6 porcoht of $2,000 for 304 days ----------- 99. 95
c) 3d quarter-0 porcont of $2,000 for 212 days--------- 69. 70

(d) 4th quarter-- percent of $2,000 for 90 days ------------29. 59

TotaL ......----------.-- .---------------------- 319. 24

If, in the above example, the taxpayer had prepaid only $1,000 by
the first installment date instead of $5,000, and had subsequently
paid the difference of $4,000 during the taxable 'year, a charge of 6
percent on this $4,000 would be imposed for the period the $4,000
remained( unpaid.
However, subsection (d) of the House bill provides that no addi-

tional charge shall be applied with respect to any installment where
the taxpayer establishes that the total atnount of tax paid by that
date is not less than an amount based on-

(a) The previous year's tax; or
(b) A tax based on the previous year's income, computed, at

current rates and current exemptions; or '·
(c) 70 percent (66ntt ( pernt n the case of farmers) of the tax

computed on the actual income of the months of the taxable
year preceding the installment date placed 'on:anannual basis
in a manner corresponding to that provided by section 47 (c) (1)
of existing law.
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These provisions are included in subsection (d)' of the bill reported
by your committee, A substantive change has been made by yourcommittee to further provide that no additional charge shall be-
applied with respect to any installment where the total amount of tax
paid by the installment date is, not less than an amount based on 90
percent of the tax computed, at the rates applicable to the taxable
year on the basis of the actual taxable income for the months in the
taxable year ending before the month in which the installment is
required to be paid (as if such months constituted a taxable year).
New subsection (e) added by your committee provides that for the

purposes of this section the estimated tax shall be computed without
any reduction for the amount which the taxpayer estimates as his
credit under section 31 (relating to tax withhold at source on wages).
Subsection (e) further provides that for the purposes df this section
the amount of the credit allowed under section 31 for the taxable year
shall be deemed a payment of estimated tax, and an equal part;of such
amount shall be deemed paid on each installment date, (determined
under sec. 6153) for such taxable year,. Howeive, if the 'taxpayer
establishes the dates on which all amounts were actually withheld, the
amounts so withheld shall be deemed payments of estimated tax on
the dates on which such amounts were actually withheld.

Subse-ction (f) as amended by your*committee, provides that'the
term "tax;" for the purposes of subsections (b); (amountof underpay-
ment) and (d), means the tax imposed by. hapter.i1 reduced by the
credits 'against tax 'allowed by part IV of subcha ter A of chapter 1
other than the credit against tax provided by section 31 (relating to
tax withheld oh wages). :, ;, \ . '

New subsection -(g) 'added by your; committee provides! that the
application; of this) setionito,~taxable; years ot less; than;12 months
shall bo only in such manners maybe prescribed b'y; regulations.'

For'purposes of applying this sectlo in any. case in,which the taxable
year of partnership edds with orwithin, the'. taxable year of a partner,
the facts asto-the partnershipi income for fthe months of theipartner-
ship year prior to thepartner's installment date ;ard as to thd partnerIs
distributive share of such incomeshall be taken into account in!deter-
mining the partner's income for the months before such installment

;The 6'!percent per, annitu'charge provided for>in this section is a
pealtyI'addition to the tx aid- 'cannotbie claimed or used 'asa de.
dUctible expense ite in the determination of taxable income or of
taxi liability? f*. '. ' '; .- i'.;; ,t'' ifiS;.jSection ;1456of .eXisting law nmakesfiitcrime ito wllfully.f tb file
a' deolarationm of 'estmated tac. ! In section 7203 there is>nop penalty
for ;fail#e to file* a, declaration.; . Thipenaltyy prided by titon
720, for 1willfu .failure to pay estimatedtai is not 'changed rom
e isting la *. .1i,. ftI, ,' S; i! ,}

'
t ,, ,

.- For.ia diiussion of. the.other features of.)the estimated tax payable
by individuals; see 'the explanation under sections: 6015 6073, anid

sectionorr espo nato a o e os iexsde cep or c arug;
conforming changes And for two changes described below. '
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Subsections (a), (b), and (c) of the House bill and of the bill reported
by your committee provide, in case of failure to comply with the pro-
visions relating to the payment of estimated income tax by a corpora-
tion, for a single charge of 6 percent per annum, computed for each
installment date on the difference between the amount paid and
70 percent of the amount which should have been paid. The penalty
charge would run until the amount is paid or until the filing date for
the tax return, whichever is earlier.
However, subsection (d) of the House bill provides that no charge

under this section shall be applied with respect to any installment
where the corporation establishes that the total amount of tax paid
on or before the last d(late prescribed for the payment of such install-
ment is not less than an amount based on-

(a) The previous year's tax; or

(b) A tax based on the previous year's income, computed at
current rates; or

(c) 70 percent of the tax computed with reference to the
actual taxable income of the months of the taxable year preceding
the installment date, which income is placed on an annual basis
in a manner corresponding to that provided by section 47 (c) (1)
of existing law.

A substantive change made by your committoeerelates to the pro-
vision for the computation of the tax on an annualized basis by refer-
'nce to the months in the taxable year before the installment date.
Your committee has retained the provisions of the House bill, but
has further provided that the income to be annualized may be either
that for the months immediately preceding the month of the install-
ment date, or for a period ending 2 months earlier> whichever will
result in no charge being made. Subsection (d) (3) as amended per-
mits, for example, a calendar-year corporation to base its estimated
income tax duo on September 15, on the annualization of its taxable
income through either June or August i and to base its estimated
income tax duo on December 15, on the annualization of its taxable
income through either September or November. This change simi-
larly applies to fiscal-year corporations.
The 3 tax computations referred to in the exception provisions of

subsection (d), as amended are each determined after subtracting thie
$100,000 exemption and after giving effect to the- applicable credits
against tax. For such purpose, if the previous year's tax is used,the
applicable credits are those.allowed for the previous year. If: the
previous year's income is used, the applicable credits are determined
on the basis of such income and under the law.applicbleo to the previ-
ous year, except that the rate used in determining the: amount of the
credit is the rate applicable to the current taxable year. If the income
for the current year, placed on an annual basis, is used, the rates appli-
cable to the current. taxable year are used.
New subsection (f) added by your committee provides that the

application of this section to taxable years of less than 12 months
shalla be only in such manner as may be prescribed by regulations..
The 6 percent per. annum charge provideo. In this section is a

penalty addition to the tax and cannot be claimed or used as a deduct-
ible expense item in the determination of taxable income'or of tax
liability.
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Section 145 of existing law makes it a crime to willfully fail to file
a declaration.of estimated tax. In section:7203 there is no penalty
for failure to file a declaration.. The penalty provided bysection 7203
for willful failure to pay estimated tax is not changed from existing
law. -

For a discussion of the other features of the estimated tax payable
by corporations, see the explanation under sections 0016, 6074, and
0154 of this report.
Sectiw '6656. Failure to make deposit of taxes

This section is identical with that of, the House bill.
This section imposes a penalty for the failure, without reasonable

cause; to comply'with the depositary receipt system. Depositary
receipts are animportant part of the collection procedures with respect
to certain employment and: excise taxes. The penalty provided by
this section is I percent of the amount of the underpayment of the
deposit for each month or part of a month 'during which the under-
payment continues, but not to exceed 6 percent in the aggregate. The
penalty will not be imposed for any period after the due date of the
return with respect to which the deposit is required to be made,
Under a system of quarterly returns with monthly deposits the maxi-
mum penalty will not exceed 3 percent, but under an annual return
systemri with monthly deposits the penalty 'could reach 6 percent in
some cases.,
Sectio 6657 ad checks ,.....
This section is identical with that of the House bill,. ,,

This setion' is a new promisdn which provides a specific penalty for
giving the Internal Revenue Service a bad check in payment of any
amount rieeivable under this title. The penalty will apply to checks
which may be accepted in payment of :taxes undet existing' law aid
also to personal checks which may be accepted in payment for stamps
under the changes in the law made by this billi"'The penalty does'not
apply if the person tendered the check in good faith and with reason-
able cause to believe 'that it would be paid upon piesentment.
Section 6658. AdditVon to' tax in.̂e.of: eopardy ','
This section, which is identical withthat of the House bill, contains

no material change from existing law.,
Sedio 669.0 Apcable rule ; ! -
This section is identical with that of the House bill:
This section provides-'tiat' th'iAdditions to the' tax addition

am6untsl ;and' penatie:i provided by chapter 68 shall ibe as. sed,
collected, and paid in the same manner as taxes, except where other-
wise specifically provided ima.anotih sectton:'f:./,tlTi, '0n-
forms tothe ruleunder existing law. By virtue of ti section, it is
untie/e"arly in other' "p'ir't: " l' title'ae tifihf't "ese
additio'ns to the tax whenprovidiiLii.i,"llci^ idiet
etc., of taxes. This section also make cleir that theprocedure f6r
the aaslament of.defiei'I4s In. in 'esatet,,ad gift4txe (inqclud-inmgF90ayletti aad' appeito tlTax Cou.)'alofapply, to ddtion
to thoOe taxes.
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Section 6671. Rules for application of assessable penalties
This section, which is identical-to that of the House bill, contains

no material change from existing law.
Section 6672. Failure to collect and pay over tax, or attempt to eaxde or

defeat tax
This section is identical with that of the House bill.
This section is similar to certain sections of existing law which

prescribe a penalty equal to the total amount of the tax evaded, not
collected, or not accounted for and paid over, in the case of willful
failure to collect, or to truthfully account for and pay over, any tax
imposed by this title, or willful attempt in any manner to evade or
defeat such tax. Howevert the application of this penalty is limited
only to the collected or withheld taxes which are imposed on some
person other than the person who is :required to collect; account for
and pay over, the tax. Under existing law this penalty is not appli-
cable in any case in which the additions to the tax in the case of
delinquency or fraud are applicable. Under this section the addi-
tions to the tax provided by section 6653, relating to negligence or
fraud, shall not be applied for any offense to which this section is
applicable.
Section 667S. Damages assessable for instituting proceedings before the

Tax Court merely for delay
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 6674. Fraudulent statement or failure to furnish statement to

employee
This section, which is identical with that of the House bill, contalus

no material change from existing law.

CHAPTER 69-GENERAL PROVISIONS RELATING TO STAMPS
Section 6801. Authority for establishment, alteration, and distribution

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6802. Supply and distribution

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6803. Accounting and safegWrding ;

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 6804. Attachment and cancellaion ,

This section, which is identical with that of the House bill, contains
no 'material change from existg law.. ,; ,
Section 6805.Rd8mption fo ap ..o. ,am
Thi sectioni st dential withtit of the ou bill.-.) -

Under existing law, thi'peri6d of limitation for redemption of stamps
1sTyears. This section changes this period to 3 years. AsA changed"
this period corresponds to the period of limitation provided for refund
of overpayments.
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Section 6806. Posting occupation tax stamps
This section is identical with that of the House bill.
Under existing law, the stamps denoting payment of the tax on

coin-operated amusement and gaming devices are required to be posted
in the operator's place of business.; ,Thi' 'section gives the Secretary
authority to require by regulations that the stamp be posted on each
such amusement or gaming device in such a manner that it will be
visible to any person operating the device.
Section 6807, Stamping, markin,q, and branding seized gobds

This section, which is identicei with that of the House bill, contains
no material change from existing law.
Section 6808. Special prot'sions relating to stamps '

This section, which is identical with that of the House bill, contains
references to special provisions relating to stamps.

CIArmTER 70-JEOPARDY, BANKRtUPTCY, AND RFECEIVErSIIIPS
Section 68651. Termination oJ taxable year

This section is identical with that of the House bill and except for
subsection (b), contains no material change from existing law.

Subsection (b): a' now provision which permits the taxable year,
once closed by the Secretary, to l)e reo61peled. ''Subsectio'i(b) .will
apply, for exarnpl6, in t'he case of aft alien who,:emPatts from, and
returns to the United States; within the 12'-mnionth period which
would otheiwis` be his taxable y6ar. Under oxisfingihlw,such'a tax-
payer would have more thani taxtblo' yetr in tl' same I2-mnioith
period. This section provides 'tliat the taxable yeai, shall b'e reo'pced
if the taxpayer files a true and accurate.return of hi' items of gross
income, deductions, and credits, together with'such other information
as may be required by regulations.
Section 6861. Jeopardy assessment of inconie, estate, and gift taxes

This sectiofi, which is' identical wih' that of the House bill, contains
no material changes trom existing law. . . .

,

Section 6862. Jeopardy assessment of taxes other than income, estate,
and' gift taxes :

This section;, which is identical with that of the House bill, contains
no material changes from existing law. , ;

Section 6863. Stay o collection of jeopardy dssse':iei;.
This section corresponds to that of the House bill except for a sub-

stantive change in subsection (a) and the addition of a new"provision
in subsection (b),, This' section of theHouse bill contained no material
change fromcxistminlaw. / .' ;:"',, ;,""- :'i i' :,';:.." ,

YourO committee has amended 'subeetin (a) 6f tis section'
provide !that the' amount of 'the'bond i~uiid to sti collection of a
jeopardy assessment shall equal to the amount of the tax including
any additions thereto, collection of whichis- sought to stied.
Under existing law the amount-ofo(the:bohdcould be as:much as
twice the amount of-t e ita inqestion, ;
Paragraph .(3) of subsection (b),:,hich has no counted a"in,the

House bill, provides for the, stay of sale of properly seized und'r
a jeopardy esment until the decision of the Tax Court has become
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final or, if no petition is filed with the Tax CourtI, until the expira-
tion of the time provided in section 6213 for filing such petition.
This provision will not be applicable, however, if the taxpayer con-
sents to the sale, or if the Secretary or his delegate determines that
the expenses of conservation and maintenance of the property so
seized will greatly reduce the net proceeds, or if the property is (or
at any time after seizure becomes) property of the type described in
section 6336, relating to property which is liable to perish or become
greatly reduced in price or value by keeping, or which cannot be kept
without great expense. This paragraph will apply to all jeopardy
assessments made on or after January 1, 1955, whether made witl
respect to taxes imposed under the Internal Revenue Code of 1939
or the Internal Revenue Code of 1954.
Section 6864. Termination of extended period for payment in case of

carrybackc
This section, which is identical with that of the House bill, contains

a reference to the provision relating to the termination of extensions
nf time for payment of income tax of a corporation expecting a carry-
back in casc of jeopardy.
Section 6871. Claims for income, estate, and gift taxes in bankruptcy

and receivership proceedings
This section is identical with that of the House bill.
Sections 274 and 1015, relating to incomi6 and gift taxes, provide that

in the case' of bankruptcy and receivership proceedings the unpaid
taxes shall be immediately assessed, and provide that claim threfO6r
may be presented for adjudication in the proceeding. This section
makes a more modern reference to the bankruptcy and receivership
proceedings to which these riles are applicable, and extends these
provisions to cover estate taxes.
Section 6872. Suspension of period on assessment

This section is identical with that of the House bill.
This section, which corresponds to section 274 (a) of the existing

income tax lav, provides for the suspensiior of the period of liniitations
on assessment, of any unpaid tax duiingthny procesdin'g under the
Bankruptcy Act or other court proceeding where the fiduciary or
receiver is required to give notice to the Internal Revenue Service of
his appointment. As under section 274,- the suspension is for the
period from the date of the institution of the proceeding to a date 30
days after the receipt of the notice by the Secretary but the suspension
may not exceed 2 years.
Section 6873. Unpaid claims ,

This section is identical with that of the Hoiis bill. .;.
This section, which corresponds to section 274 and 1015 of existing

law, relating to the income and; gift taxes, requires an unpaidportion
of a claim for any tax allowed in the receivership or BankruptcyAct
proceeding to be paid on notice and demand. It conforms to section
6872, discussed above., For the period of limitations applicable to
such claim, see section 6503 (b).
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CHAPTER 71-TRANSFEREES AND FIDUCIARIES

Section 6901. Transferred assets . .a
This section corresponds to that of the :House, bill except for. a

conforming. amendment and a clarifying amendment. This section
except as noted below corresponds to existing law in the case of income,
estate, and gift taxes. This section also permits the assessment of
the liability of a transferee for taxes other than income, estate and gift
taxes if the transferee liability arises from the liquidation of a partner-
ship or a corporation or a reorganization within the meaning of sec-
tion 368 (a).
With respect to the period of limitation on assessment of transferee

liability, existing provisions of the income-tax law have been .made
applicable to:estate and gift taxes and- to the new cases in which
transferee liability may be assessed for other taxes. The period of
limitation in the existing estate and';gift tax law differs from the
income' tax law in the case of a transferee of a transferee. Under' this
section, as under existing income tax law, the assessment must be made
within 1 year after the expiration of the .period of limitation for
assessment against the, preceding transferee but not more than 3
years' after the expiration of the period of limitation for assessment
against the initial transferor. This is'subject'to an exception in the
case of a court proceeding against the initial transferor or the last
preceding transferee; the period of limitation in such case expires 1
year afterthe return of execution in the court proceeding.
The House bill provided in subsection '(d) (1). that, if a. transferee

or fiduciary agreed to an extension of the period for assessment, the
period for filing claim for creditor refund of tax paid by him is also
extended for the period of the agreement and 6 months thereafter.
Your committee has amended subsection (d), (l) to provide that where
the statute of limitations is extended for an overpayment made by
those transferee or, fiduciary it Will be extended for a' like period with
respect to ani overpayment made bynthe,trnsfei'' in 'those c'ases
where the' tr'ansferee orP fiduciary is legally entitled:to creditorrefund
of the overpayment; The aamen:dintdoes.not change any: substai-
tive rights' but merely extends the statute 'of liniitatiois 'in those
cases where the: transferee or fiduciary has a legal right under existing
law to credit or refund of the overpayment of the 'transferor. .
In the case of such an agreement; section 6511 (o) 'limits the amount

of any credit or' refund to the! amount of ltax. paid within'a period of
time specified m such section. ., . ;
-Subsection >(d). (2) obf ths section relating .to the: afnountof: the

credit or refund provides that the period within Which amounts paid
may be c redit edor recasase where ilthe
transferee agrees to extend the/etme fass.ss.aent, and ~uch agree-
ment imde after the'pod r aSsssnt' against th' payr'has
.expired. In such case, the. penod pre.eibed'm sector' 611 .(b) I(2S-'
increased by the period which elapsed between the'date of expiration of
the period for assessment iag t the taxpayer and the date of the
agreement. ....
Secton 6901.. Proteion f 9pofatpp otranufrees
This section, which is identical with that of the House bill, contains

no material change from existing law.
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Section 6903. Notice of fiduciayj relationship
This section is identical with that of the House bill. The section

imposes a duty upon the fiduciary to act for the taxpayer whom he
represents or for the estate for which he is responsible. Under exist-
ing law,the fiduciary is responsible taxwise for such persons in the
case of income, estate, and gift taxes. This section extends this rule
to all taxes.
Section 690/4. Prohibition of injunctions

This section, which is identical with that of the House bill, contains
a reference to the provision relating to the prohibition of suits to
restrain enforcement of the liability of a transferee or a fiduciary.

CIHIAPrEt 72-LICENSING AND BREG ISTRA 1ION

Section 7001. Collection o/foreign items
This section, which is identical with that of the House bill, con-

tains no material change from existing law.
Section 7011. Jtegistration-Persons paying a special tax

This section, which is identical with 'that of the House bill, contains
no material change from existing law.
Section 7012. Cross references
This section is identical with that of the House bill.
The cross references contained in this section' relate to registration

and penalties for failure to register in certain supervised industries.

CHAPTER 73--BONDS
Section 7101. Form of bonds
This section, whicliis identical with that of the House bill, contains

no material change from existing law. It merely incorporates, in one
place a rule corresponding to the'rules usually provided in existing
law in each section which refers to a security or bond.
Section 7102. Single bond in lieu,of:rltiple bonms . ,

This section is identical with that of the House bill. The section
provides a general rule (which supersedes existing section 3676) to
the effect that wherever 2 or more bonds are required, the Sec-
retary may accept 1 bond instead of the several.bonds otherwise
required. Existing code section 3676 permits a single bond in place
of 2 bonds where there is an extension of time to pay a deficiency and
also a release of a lien. :;-, ;-
Sction 7103. ross' rejenesother'frbon
This section, which identical with that of the Ilouse bill, contains

references to provisions rclatingto bbonds,
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CHAPTER 74--CLOSING AGREEMENTS AND COMPROMISES
Section 7121. Closing agreements

This section, which is identical with that of the House bill, contains
no material change in existing law.
Section 712.. Compromises

This section is id6etical with that of the House bill.
This section makes no material change from' section 3761 of the 1939

Code, except that no legal opinion is required with respect to the
compromise by the Secretiay or his delegate of a civil case in which
the unpaid amount of tax assessed (plus any interest, additional
amount, addition to the tax, or assessable penalty) is less than $500.
Section 7123. Qross references

This section is identical with that of the House bill.
This section contains references to criminal: penalties relating to

compromises, and closing agreements, and to provisions relating to
compromises after judgment.
CHAPTER 75-CRIMEs, OTHER OFFENSES, AND FOHFEITUUES
Section 7201. Attempt to evade or defeat tax

This section corresponds to that of the House bill except for a
substantive, change noted below. . .

This section makes it a felony ppunishable by fine ofnot more than
$10,000, or imprisonment of not more tian, 5 years, or both, to attempt
in any manner to evade or defeat any taix posed by this title or the
payment thereof. This section corresponds to numerous sections in
existing law covering, this offense." ., -,
Under existing law, it is a misdemeanor (with maximumpunishment

of $10,000 fine and 1 year imprisonment) willfully to falto"mike a
return at the time. required by law orregulations. Under the Hb0oi
bill, this rule is o'ntintued in section 7203 as to returns 'other than tax
returns, but makes, this offer i thecaseinthe as of 'tax 'et':t (th't is,
any rtuirn required d'inder authority of part II of subchapter"A of
chapter .:) pimishable to the-ame extent ;as ah attetipt to defeat
or evade' the tax. ',-:. . .'..,;,

. t- ,'., :,'---,
The bill as rerted 'by yor ii nitt a nds ti A ihd

section 72d3 'so'ast': continue; in effect4'eexisting li*i iliPes t
to the nature of, and tie .puibup ent for the offense of a willfuldfilur
to make'al'ax return' J.Uder these ' //ndmente ,si tion'7201'will
appIy i'hly to a'illful at'eipt iii a*n.inaiier toeoid" or dfei.t thi
tax or the payment thereof, and tieigsr.' offense of a willfl'-failiie
to file a t.xreturn will be p nishable s amisdemeanor under section

Sec 7toSQ. Wfifu .lpAretc*t rpayo r ,. ,; .!;';
This section is identical with tht oftheHeou'-s bil!,,i s. r

/ This section pro ides it ,i'.nthecs. ,of , iytam,'t by_
this title which any peron must collect a dfpay over to ito;Un'
State/, it is a felony punishable by : .ie4f ;ot m .re .than$100,
or:i'iSonment retha.et 6 tears, or b.th, wifuUynto,
to 'uetor, tIrofullyamount for .d ,py ovAer uch tax. ,
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provision corresponds to numerous sections of existing law which
cover this offense.
Section 7203. Willful failure to file a return, supply information, or pay

tax
This section corresponds to that of the House bill, except for a

substantive change noted below.
This section provides that it is a misdemeanor, punishable by a fine

of not more than $10,000, or imprisonment for not more than 1 year
or both, to willfully fail to pay any tax (including any estimated
tax referred to sec. 6153 or 6154), make any return, keep any records,
or supply any information at the time or times required bylaw or
regulations. It corresponds to numerous sections of existing law, in-
cludling those applicable to the income, estate, gift, and excise taxes.
However, under the House bill, the section differed from existing law
in that it did not apply to tax returns required under part II of sub-
cliapt.r A of chapter 61.
The bill as reported by your committee amends this section to

includ(le as amisdemeanor the willful failure to mtke a tax return at
the time required by law or regulation, other than a declaration of
estimated tax required under authority of section 6016 or 6016.

See also discussion in the explanation of section 7201.
Section 7204. Fraudulentstatement or failure to make statement to em-

ployees
This section, which is identical with that of the House bill, contains

no material change in existing law.

Section 7205. Fraudulent withholding exemption certificate or failure to
supply information

This section, which is identical with that of the House bill, contains
no material change in existing law.
Section 7206. Fraud and fale statements '

This section corresponds to that of the House bill except for a sub-
stantive change noted below. ,

The sect ioncollectsimages generally applibleto
taxes imposed by this title the various penal- provisions in.exsting
law relating to fraud and false statements. This section of, theouqe
bill provides that: the offenses described therein sh4l bep.nishe4 by
a fine ofnot more than $10,000, or by imprisonment for not more than
6 years, or both.. ...:;,. i ,,; ,-.. ; 0<
Your committee has amended the provisions i the .House bill to

reduce the.pealty t am e of no 'more than$5,000, or imprisonment
for not more than 3 years, orl, ; - . . . -
The first offense des:iqbbdii us section: is!at of gafai,

declaration under' penalty ofperj i . This offense corresponds to e

offense described in section 3809 (a) of th e1939Ce. ,The penalty
provided by section 8809 (W) is a fine o0 not moe hin $2,0o0;"or not
more than 5 yeas'iinprisonienht, or both. ; ,, '; ', '.
'The second offense- relates to ^willfully aiding otasaistinegifthepreparation or presentatiionfbf'nyreturn, affidavit, clnim, -r other

do'anet, Which fisfraudulent or is false a Ato yt'iaterial natt.
Tl~his offedne ~rtp nds to their offense described'm etion'8i (b)
of the .1939 Code. ThepeMalty iiposed by thi Utiotietheime as
that imposed by section 3793 (b) of the 1939 Code.
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The third offense corresondsto the offense 'describeiN in section
3793 '(a) of the' 1939 Code,' which relates to simulating or falsely or
fraudulently executing or signing any bond, permit, entry or, other
documentre'qired'by thb internal revenuelabw, or procring the saiie
to be done. Existing law imposes no fine for this offense but-provides
that imprisonment for the offense shall not be less than year nor
more than 5 years.
The fourth offense relates to the offense ofremoving, depositing or

concealing property in respect of which any tax is imposed, or upon
which levy is authorized, with intent to evade or defeat the' assess-
ment or collection of any tax imposed by this title. This section differs
from section 3321 (a) of the 1939 Code in that this section covers such
offenses committed in order to avoid levy, and m that the punishment
under section 3321 (a) is a fine of not more than $5,000, or imprison--
ment for notmore than 3 years, or both.
The fifth offense correspondsto the offense described in section 3762

of the 1939 CodO, that is, the offense of concealing propertyor with-
holding, falsifying, or 'destroying records, or making any'falsestate-
ment in connection with any compromise, offer of comp'bmise, closing
agreement or offer to enter into a closing agreement.' The punish-
ment under section 3762 is a fine of not more than $10,000, or not
more than 1 year imprisonment, or both.
Section7207. Fraudulent returns,statements, or' other documents

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7208. Offenses relating tostamps

This section is identical with that of the Hou8s bill.;
The section brings together, and makes applicable to all taxes

collected by stamps, various offenses describedm- existing law relat-
ing to stamps. These' offenses correspond t- the acts, described in
sections 7201 and 7206, of fraud on the' revenue or of attempting to
defeat or evade the tax or the payment of tax. The same punish-
ment is prescribed in this section as in sections 7201 and 7206, namely,
fine of not more 'than $10,000, or imprisonment not more than 6
years, orboth; : : . : . .

:Existing provisions oflaw:to wliich this section corresponds, except
for the changnoted belowa* follows:,: ;

.(a) Ciiunterfeiting, whi&h) offense' i described speeifiuallyin section
1425' (b)iof'the 1939 Code relatig to; employiient taxes. Section
1425 (b) provides for, a fine of not more than $6,000, or imprisonmentfor not more thiani years, or both. ; i:-

(b)-Mutilationi, orremovali of stamps, which offene is described
insection 1823'(a)of: the 1939 Code. That section provides a fineof
not more than $1,000; or imprisonment for not more thari6 year or

(c) Use of mutilated, insufficient.or counterfeited tampSt, whichoffenae-isdedcribd in ectioki'823 (b); ;the.9 cde. iThpiinish-
ment under section 1823 (b) isi the samee asunder section 182 (a),
descibe ()abovel . d ,- -

(d) Reuse of staips, ,wa ehoks is des,~.nm,0 o,p 23$()
of. t .1q3(de,hmi# . t j,;.as b,
*'^'g^ ,^ ^',*s*-*'d***
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(e) Offenses relating to the disposal or receipt of emptied stamped
packages, which offenses ar described in section 3323 (a) (3) of the
1939 Code. Under section 3323 (a) (3) the offense carries a minimum
punishment of $1,000 fine or 6 months imprisonment, and a maximum
punishment of $5,000 fine or 5 years imprisonment, or both such
fine and imprisonment.
Section 7209. Unauthorized use or sale oJ stamps
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7210. Failure to obey summons
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7211. False statements to purchasers or lessees relating to tax

This section, which corresponds to that of the House bill except for
a clerical amendment, contains no change from existing law.
Section 721i. Attempts to interJere with administration oj internal

revenue laws
This section corresponds to that of the House bill except for a sub-

stantive change in subsection (a). In subsection (a) the House bill
p)rovi(dl(( that any of the offenses described therein are to be punish-
able by a fine of not more than $5,000, or by imprisonment for not
more than 3 years, or both, The substantive change made by your
committee amends subsection (a) by defining threats of force as
meaning threats of bodily harm to the officer or employee of tlhe
United States or to a member of his family, and by providing that if
the offense is committed only by threats of force it is to be punishable
by a fine of not more than $3,000, or imprisonment for not more
than 1 year, or both.

Subseclion (a) of this section, relating to tlie intimidation or
impeding of any Officer or employee of the United States acting in an
official capacity under this title, or by force or threat of force attempt-
ing to obstruct or impede.the due administration of this title is new in
part.. This section provides for the punishment of threats or threat-
ening acts against agents of the Internal Revenue Service, or any
other officer or employee of the, United States, or members of ithe
families of such persons, onhaccount, of the performance by such
agents or officers or employees of their official duties. This section
will also punish the corrupt solicitation of an internal revenue
employeeq ./. ,. .-.;: ., , .

:. .. .... -

Subsectlon (a) of this section is broader than section 111 of tite 18
of the United States Code, relating to persons assaulting, resisting or
impeding certain officers or;employees of the'United States while en-
gaged in the- performance of their official duties, in tha it* covers
threats of force (including any threatening letter or communication)
or corrupt solicitation.. .> ; ' .,

Subsectlon (b) of this section, relating to forcible rescue of seized
property, mnkes no material change from existing law. .:

Section 7t21S. Una~toried did osureuoyi:,o "!), "
Thlissection is id'tical *ith tlo'f E ,,! .'
The section containstomaterial chaIge from iistinl. wi "epit

that the offense by State employees of disclosing ifraiotn obtfhied
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under section 6103 has been restated in order to cover'additional acts
of disclosure which are now offenses in the case of Federal employees.
Section 7214. Offense by officers and emoyees 6f aes Uited Staoie

This sections identical with that of the House' bill,.
Subsection (a) of this section corresponds, with certain'Ahanges, to

the provisions of section 4047 (e) of the 1939 code. Thbefirst change
is that this section will apply' to any officer or employee' of" the United
States acting in connection with any revenue law of the United States.
Section' 4047 (e); applies to any officer or agent: appointed' and acting
under the authority of any revenue law of the United States." Section
4047 (e) (3) describes, as an offense, the willful neglect to perform any
of the duties enjoined on the officer or agent by law. The correspond-
ing provision-'of this section changes existing law to make it appli-
cable only if the employee "'ith intent to defeat the application of
any provision of this title, fails to perform any of the duties of his
office or employment." This change makes the offense one involving
misapplication of the revenue laws, as distinguished from the mere
negligent or other improper conduct of an employee; not involving
criminal intent, which could continue to be handled (as under existing
law in the case of employees not covered by sec. 4047 (e)) by repri-
mand or dismissalor other'action under the civil service 1aws. Sec-
tion 4047 (e) (5) makes it an offense to make opportunity for any
person 'to defraud the United States, The corresponding provision
of this section makes it an offense to knowingly make' opportunity
for any person to. defraud the, United Sates. Paragraph (a)\(7). of
this section corresponds to existing paragraph (8) of section 4047 (e),
except in two respects. Existing law refes -to a false entry in any
book or the making of any false' certificate or return. This section
changes the word "false" to "fraudulent" to avoid the',implication
that this provision would apply, to an innocent making 6f a false
entry,.- This section also expands 'existing law to cover not-oly a
"certificate" or "return" but also a "'statemenit," and t6oeliminate
the limitation -of-- existing lawthat the penalty applies only where
the employee is required to make the entry_ certificate, or return.
Under section 7214 he is subject to puishient in any case'where
he makes a fraudulent statement,whether obr not he is required to
make the statement.: Para'raph' (a) (8) of this 'sectin- corresponds
to existing 'paragraph. (9) of section" 4047 ;(e), except inone 'reect.
Existing law requirestheofficer r agnt to report hi'it'itiipdio
officer and_to 'the Comiissioner., This: section, st.,cs:the require-
ment that he rep6r to' I next superior officer, and leaves the ruire-
ment that he. sal roprt ' the SO'c66 r ortiidelete,'ATus,
section 7214^ avoids the- ossibiitoy'fo e.iomoeemei.:eulra o

believes- icooor"mitt: by"' t!;'bi&., S,6h:'tt'i .d.wiimade to such office, for example, the intral':re u'iseo'tbti-nseri
ime, 'as the Secretary or, his ndeletee:^.dfin. ::,':

Subsectioh (b)of this section is in all materialr.e.pet the' me as
section 4047; ibd of,t!he 1939; (e. exceptthat the provisionst4hi of
ar emade applicable toany.iera-revnUe officeoreoreployee instead
of, asprovided under existing law, to any 1nternal-reenue officer or;
internal-revenue agent.
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Section 7281. Failure to obtain license for collection of foreign items
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7283. Failure to register or gie bond, or faise statement by

manufacturer or producer of gasoline or lubricating oil
This section corresponds to that of the House bill except for one

amendment. In this section of the House bill the maximum fine
under existing law of $5,000 was increased to $10,000. Your com-
mittee has restored the maximum fine of $5,000, and, as amended,
this section contains no material change from existing law.
Section 7238. Failure to pay, or attempt to evade payment of, tax on

cotton futures, and other violations
This section, which corresponds to that of the House bill except for

a clerical amendment, contains no material change from existing law.
Section 7238. Violation oj laws relating to oleomargarine or adulterated

butter operations
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7235. Violatipn oj laws relating to adulterated butter and process

or renovated butter
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 72386. Violation of laws relating to filled cheese

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7237. Violation of laws relating to narcotic drugs and to

marihuana
This section, which is identical with that of.the House bill, contains

no material change from existing law.
Section 7238. Violation of laws relating to opium for 8smok'ng
This section, which is identical with'tliait of the House bill, contains

no material change from existing law.
Section 7239. Violations of, laws relating to white phosphorus matches

This section, which is identical with that of the House bill, contains
no material change from existing lawI
Section 7240. Officials investin' or spedtiig, in ar
The section is identical wlh that of teHiouse b il. ;
This section containsn0 material change from existing law, except

that a provisionhas bce/n dded (correspondin to section 7214):that
the official committing the0offene shall be dismissed from office; or
discharged from' employmentt.: .; .,
Section 761. Representation tais rdakler*' ain tax is excluded from

pniceof 0rtidle ,, , ,; ; (> I r[ ( - ;;

This section, which is identical with' thai1t th tIliueolill, dritninii
no material change from existing lw.
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Section 7266. Violation of occupational tax laws relating to wagering-
failure to pay special tax

This section, which is identical with that of the House bill, contains
no material change from existinglaw.
Section 726S. Penalties relating to cotton futures

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7264. Offenses relating to renovated or adulterated butter
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7*65. Other offenses relating to oleomargarine or adulterated

butter operations
This section, whicli is identical with that of the House bill, contains

no material change from existing law.
Section 7266. Offyeses relating to filled cheese'
This section, which is idoiitical 'Wlth that of the House bill, contains

no material change from existing law.
Section 7267. Offenses relating to white phosphorus catches
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7268. Possession with intent to sell in fraud of law or to evade

tax
This section; which is identical with that of the House bill, contains

no material change from existing law.,
;Section 769.' Failure to produce.records

This section, which is identical with that of the House bill,'contains
no material changee from existifig law.
Section 7270. Insurance polici.
This section, which is identical with that of the House bill, contains

no material change from eisting law. ;
Section 771. Peties for offe.esreit"'g to 'tamps
This section is identicd mt. lthatof te Hoe bil.;
The section tchiiaplsno aitaiehl'el frothiexistingl̂w, except

that theeiialtT'imrovide by thWse'ctiop 'i" $50 for eah ich;'offense.
The &eponf piovisibnsofeiitm' law provideevarious different
amounts, sich as $100 min setons 1820 and 1822, $50 to w500 i section

Section . Pen^fo fa 4t re er
This section is identical withithai of the House bill.
The section contains no mat^ralchange froni existing lawt except

that thepenaity iifin glawfoI failuit resist as iimanuftier
of -ihte phoplioirusm'iteh-sh redudf.m.oof0 4 $50. ,

&Sin.7^7-..A-i\forin,t;<."
This section iidtia f tduesei L'i..,, ;
T:he.section ronnat ootio, loie 'una.ma '. t

that the reference to oot of proecuti found in exatinlt
blee tliminstdi -'
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Section 7274. Penalty for offenses relating to whie phosphorus match
This section, which is identical with that of the House bill, con-

tains no material change from existing law.
Section 7275. Failure to print correct price on tickets

This section, which is identical with that of the House bill, contains
a reference to the penalty provision applicable to certain offenses
relating to admission taxes.
Section 7801. Property subject to tax
This section, which is identical with that of the House bill, con-

tains no material change from existing law.
Section 7302. Property used in violation of internal revenue laws

This section is identical with that of the House bill.
The section contains no material change from existing law. The

language of the section has been changed slightly in order to make
clear that its provisions have general application under this title.
Section 7803. Other property subject to forfeiture

This section, which is identical with that of the House bill, con-
tains no material change from existing law.
Section 7804. Penalty for fraudently claiming drawback

This section, which is identical with that of the House bill, con-
tains no material change from existing law.
Section 7321. Authority to seize property subject to forfeiture

This section, which is identical with that of the House bill, con.
tains no material change from existing law.
Section 7822. Delivery oJ seized personal property to United States

marshal
This section,' which corresponds to that of the House bill except for

a clerical amendment, contains no material change from existing law.
Section 7823. Judicial action to enforce forfeiture
This section, which is identical wilf that of the House bill, co6n-

tains no material change from existing law.
Section 7324. Special disposition of perishable goods :

This section is identical with thatof the House bi. ,:
The section contains no material change from existing law, ,xc.ptthat it provides that, Where bond is notWided, he se shallU be public

sale in such manner as may be prescribed b,,eg- lios. Under
existing law, the property must be sold at public auction m the same
manner as goods may be sold on final execution 'i the district.
Section 7326. Personal property valued Ot $1X00 0o les8
This section is identical with that of the House,lL'.,, ,.:'
The section makes several changes in, existing la The iArt

change extends theapp.hnta.n.ofme:i.etior t P,.pert.,e, .at
$1,000 or less, in lieu of the $,0 amounttprovdeSby section 3724 of
the 1939 Code. The second clite is the'rovisio tiat the Sectaary
shall by regulations prescribethb reasonable compensation to .bial-
lowed the 4ppraimers of the propeAty' instead of the existing provision
of law whieh 'state 'that teyshall be allowed the suni of $1.50 a
day. This section also changes existing law to permiWtthe prop
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to be disposed-of by sale upon competitive bids in such manner as
may be prescribed by regulations.
Section 73S6. Disposal of forfeited or abandoned property in special

cases
This section, which is identical with that of the House bill, contains

a referOnce to provisions relating to disposal of forteied narcotic darus
and firearms.
Section 7357. Customs laws applicable
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7328. Confiscation j matches exported
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7829. Cross references

This section is identical with that of the House bill.
This section contains references to provisions relating to forfeitures

generally in connection with taxes with respect to alcohol, tobacco,
and certain firearms, and for the issuance of certificates to relieve
officers making seizures of responsibility for damages.
Section 7341. Penalty for sale to evade tax

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7342. Penalty for reJusal to permit entry or examination

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7343. Definition of term "person"

This section is identical with that of thei House bill.
The section continues in one place the provision how found in the

various criminal provisions of the existing Internal Revenue Code.
Section 7344. Extended application of penalties relating to offers of the

Treasury Department
This section, which is identical with that of th6 House bill, contains

no material change from 'existing law.-;

-CHA R 76--JuDEidAx PROC:EDIN:4
Secion 7401.' AutWrizatin
This section, which is identical with that of the House bill, cont&ai

no material cdhge front; ex:ti. g1l'*.t" 'c a
Secon 740 Jrwidioto of didri,o*s
This section except'for the insertin of a cross reference*corresponds

to thatiof theHouse bill and contains no materiallchange from -.ist
ing: aw. ,6 cept i' at ibsection? (c) :is applicabe to, any officer or
empldye.of the United States, orpersons'aoting uonder .b.y auti-or
ity of such officeror employee, acting under tho authority of thistitle
The. corresponding provision ofexitih'lw; app.lie boly to'ilteral.
reenueoff brr persons acting under'or by authority!ofaiy such
offlc-. .
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Section 7403. Action to enforce lien or to subject property to payment
of tax

This section corresponds to that of the House bill, except for one
amendment, and as ainnded, contains no material change from exist-
ing law. Your committee's amendment strikes from subsection (e)
of the lHouie bill a specific privisioi thatthea assesmnit of the tax
upon which tho lien of the United States is based shall be conclusively
presumed to be valid for purposes of the adjudication in an action to
enforce the lien of the United States or to subject property of the
delinquent taxpayer to the payment of the tax. The elimination of
this provision is not (lesigne(d to change the effect under existing law
given to the assessment in such an' adjudication.
Section 7404. Authority to bring civil action for estate taxes

This section corresponds to that of the House bill except for a clarify,
ing change. It contains no material change from existing law. The
clarifying change eliminates references to unnecessary sections.
Section 7405. Action for recovery of erroneous refunds

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7406. Disposition ofjudgments and moneys recovered

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7/407. Cross references
This section is identical with that of the House bill.
This section contains references to the. general provisions of law

relating to venue in civil actions and collection of taxes.
Section 7421. Prohibition ol suits to restrain assessment or collection
This section which is identical with that of the House bill, contains

no material change in existing law, except that subsection (b) is
extended to conform to the extended authority, in section 6901 (a) (2),
to assess transferee liability.
Section 7422. Civil actions for refund-
This section corresponds to that of the House bill except for a change

in subsection (c) and a change in subsection (e), both of which are
described below.

Subsections (a) to (d), inclusive, of this section contain no material
change from existing law. Subsection (c) of the House bill omitted
the date June 15, 1942, which date has been restored by your com-
mittee's amendment. .,, .- ,'.,.. .....-,¢

Subsection (e) 'of this section is a new povisio'n ovyer.
'

situa-
tion where there is concurrent jurisdiction in the district court'(or
Court of Claims) and in the Tax Court over the same -ca'. This
may arise, for example, where the taxpayer file, suit fortrefund in
the district courtIand, while the suit is pending,1 a notice of dficieay
is issued and he appeals that notice to: the Tax Curt. Under sub
section (e), if the notice of deficiency is issuedbefore the ce isheard
in the district court (or Oobrt of Claims), the feeding be
stayed for the 90-day period'of the notice and for' 60 days thereafter
If the taxpayer appeals the. Tax Coiurt then the;district court(or.
the Court of Claims) shall lose jurisdiction over the refund. If the,
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taxpayer does not appeal, the United States may then counterclaim
in the taxpayer's suit, or intervene if this is a suit against the district
director, even though the time for filing such counterclaim orpetition
for intervention may have otherwise expired, and upon such counter-
claim or intervention the taxpayer will have the same burdenof proof
as he would bear if he had appealed'the case to the Tax Court.
The result under subsection (e) is to give: jurisdiction over the

cause of action to only 1 court (2 courts -iay acquire jurisdiction iuder
existing law) , and to give the taxpayer the choice of which court
shall have jurisdiction. The taxpayer by filing a petitionni the
'T'ax Court would cause that court to have sole uriAdlction, or, by
failing to Le a petition in the Tax Court, would cause the district
court or the Court of Claims to have sole jurisdiction

Subsection (e) does not apply if the case in the district court or
Court of Claims has already p'rceeded to a hearing, that is, to actual
trial. On the other hand, it'wi'l apply to prevent suit'in the district
court or Court of Claims after the receipt of a notice of deficiency
in any case where the taxpayer appeals from that notice to the Tax
Court.
Your committee has amended subsection (e) as contained in the

House bill by providing that such subsection will not be effective with
respect to any: suit- pending, instituted, or commenced before the
enactment of this act.
Section 742S. RPpayrentstd ofers or employees -:

This section, which is identical with that of the Ilouse bill, con trains
no material change from existing law.'
Section. 7424.' Ciii action to'clear title to p'roiy

This section, which is identical with.that of tfhe Hoise bill, corre-
sponds; with one change, to the provision of' subsections (a)i (c), and
(d) of section 367P of the 1939 Code.,, Existing law'refers, only to realty,
whereas' this' section, covers both: real: and' personal property. The
provisions of subsection (b)-of section 3679 of1the 1939 Code,- relating
to service' on thb United States, have been eliminated 'from this bill
as being unnecessary, since title28 of the United States Code makes
adequate provision for service on the United States. -:
Section 7 '. 'COross reference''.":. J- J;

..This sections identicalwith thatof t s ;
This section contain efeencestogenera os f law relate

S:C :~ / ..',,''...:*..,...; ' ;;.:;, ,'*.:,.',e·.....t..':..'.'.:'.;::'."',.;';,!,t
to bankrpty actionsand other o:aw

This section, which is identical with tbat o the IHouse ,biilaclpnnsno maItect. ,we 'em''A

.This :tion, wl hih isidntioal wth J that of the, House bill,' 6eon
tainsno material change frm xs liaw,'.:! !:'i,,- .::'"- *;(

no material changemtom sting:'l
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Scion 744. Orgsnisation
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 74. Offices

This section corresponds to that of the House bill and to the corre-
sponding section of existing law -except for one change. Your com-
mittee has deleted the second sentence of the House bill which would
require the Secretary or his delegate to provide the Tax Court with
suitable rooms while in session outside the District of Columbia.
The deleted sentence is considered surplusage.
Section 7446. Times and places of ses8ins

This section, except that your committee has substituted the word
"sessions" for "meetings", corresponds to that of the House bill and
contains no material change from existing la.
Section 7447. Retirement
This section corresponds to that of the House bill except for clerical

changes and for one substantive change. Your committee has
amended subsection (c) of this section to provide that 'if a retired
judge is recalled to duty he will during the period:of his active duty
receive the same compensation as is then being paid to other judges
of the Tax Court and will not receive retirement pay for such period.
Except for this amendment, the section contains no material change
from existing law.
Section 7451. Fee for filing petition,

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7462. Represenaion of parties

This section, which is identical with that of the House bill, provides
that the Secretary or his delegate shall be represented by the' Assistant
General Counsel of the Treasury Department serving as Chief Counsel
of the Internal Revenue Service; or the delegate of such Chief Counsel,
in the same manner before the Tax Court as Ihe has heretofore been
represented in proceedings before'such court. The section further
provides that the taxpayer shall continue to be represented in accord-
ance with the rules,of practice prescribed by the court; and 'that'no
qualified person shall be denied admission to phicticeblfo6 e the Tax
Court because of his failure to be a member of any professionn or

Section 7456. Rule of pace, procedure, and ev ;.;,
This section is idential with that of th Hfioue'H , ,· ''
Section 1111 of the 1939 Code i iie tii8t flolwj thg

rules of evidence applicable in the courts of the District of blumbia
in the t:pe,of, p.p-oc i #hiMh -prior to eplfO 16,i.938i.efre
within the jurisdiction ofthoi.cot:.Of.q'tofciIfiiat.it"t This.
section modernizes the requirement to pro.v ide tjihe Tax Court
shall follow, the rul. of evidence appciable ii't i thoitii''i
thie Uited'eiLteir.'( f the',!.ti lbi? !,
&io 7454. Burden of proo f tnYr0i aa yeci.;of-,,..

This section, which is identical with that of the House bill, contains
no material change from existing law.
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Section 7455. Service of process '; - ,. ' '

This section, which is identical with that of the House bill, contains
no material change from existing law. .

Section 7456. Administration of oaths and procurement of testimony,
This section corresponds to that'contained in the House bill 'ith

one exception set: out below. In the House bill subsections (a) and
(c) of this section contain no material change from existing'law,
except that subsection (a)' permits a subpoena to be signed- by the
clerk of the Tax Court whereas existing law requires. that it be signed
by a judge of the Tax Court. Your committee h4s. amended sub-
section (a) to provide that the clerk of the Tax Co'urt'or;his deputies
may administer oaths without' designation in'writing by' the' chief
judge.

Subsection (b) of this section is a new provision'relating to.the
production of records in the case of foreign cor0 rations.f foreign
trusts o estates, and of nonresident aijen individual"sl.,-it, provides
that if the Tax Court requires any petitioner which is a foreign cor-
poration, foreign trust' or estate' or nonresidentt' alie'n individual, to
produce in court any books or records which are relevant to the issues
in the case, and which are in the possession or controlbf the' peti-
tioner or of any parent or subsidiary corporation pr any other entity
controled. by or controlling the petitioner, and Lft'e required books or
records are not produced 'or made available for 'ispectlon o'coy-
ing, within a reasonable time, thb Tax'Curt shall upon motion strike
out the pleadings or parts thereof, or dismiss the proceedings or a part
thereof, or render a judgment by default. -. ;
Sectmio 745. Wine88fee'
ThisOsechon, which is identical with that of the Hous" bill, contains

no 'ateriil change from eating law.
Section 748. Hearings .
This sectiOn, which is identical with' that of the House bill contains

no material change from existing law.,:' . .,
Section 749. Reports and decision '. '... .
This section, whichcorresponds tothat'6f theiHige hi, iexcept for

a clerical change, contains no material chage from exitig law.
Section 7460. Provi f'of z4pteot4o d-;.- ;;

This section, which.isidntiiaththatof'theiouse bill cOtins
no material change from existing law, '':.. . .: '? - ''.
Seclion'7461 bPbi of o e'itu*'y1'" - }

Thiskectiio-, which iseid tiai *ith that of thb Hous bill, coitfins
no material change from exting lhw. ; ;f ; lt'; ' ;

Sec74on6eS.PurN
":\bqo :;:'',.

.This se:tin, which i ideniticA with'tht of the HoUse bill, 'ntains
no miate ic haxge fro metig lw*!,-.,.' '.......
SecFon 74t63 Pnowai' of apee ! api ;vzi on to i
"Tirsefienci6toip eh is fid s 't:.%falicti,of t .: ni.'.F.' i
referencesto proisoof s alcappcangroxi..: .fei.s..'
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Section 7471. Employees
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7472. Expenditures
TiMs section which is identical with that of the House bill, differs

from existing law only by providing that vouchers for expenditures
by the court shall be signed by the certifying officer designated by
the chief judge. Existing law requires the chief judge to sign such
vouchers.
Section 7473. Disposition of fees
This section, which is identical with that of 'the House bill, contains

no material change from existing law.
Section 7474. Fee for transcript of record

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 748i. Date when Tax Court decision becomes final
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7482. Courts of review
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7488. Petition for review
This section corresponds to that of the House bill except for one

change. The House bill changed existing law by providing, in case
one party to the proceeding files a petition for review of'a Tax Court
decision, that the adverse party is given one additional month to file
his petition for review. Your committee has amended the section to
provide that if one party to the proceeding files a petition for review,
the additional month to file a petition for review will be available to
any other party to the proceeding, whether or not an adverse party.
Section 7484. Change of incumbent in office
This section, which is identical with that of the House bill, contains

no material change from existing law...,
Section 7485. Bond to stay assessment and collection

This section, which is identical with that of the House bill, contains
no material change from existing law. .,,,,

Section 7486. Refund, credit, or abatement of amounts disal .ied ,,-
This section. which is identical with that of the House, bill, coffins

no material change from existing law. .. :r ,,
Section 7487. Cross reference '\....*\;.,A

,This section, which is identical with that of the House bill,, contins
a reference to the authority of the Tax ourt to fix fees, f a~:iscnpt
of records.
Section 7491.i.i.,,f c-:^<o .i i.:ina,

offenses ,.~'i.t..',.·..... ,'.,'' '.':'!;' '/.i
This section, which is identical with that of the tHouse bill, ontain

no material change from existing law.
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Section 7492. Enforceability of cotton futures contracts .

This section, which is identical with that of the House bill, contains
no material change from existinglaw.
Section 7493. Immunity of witnesses in cases relating to otton futures

This section, which is identical wh that of the House bill, contains
no material change from existing law. . ..

Section 7494. Venue in criminal prosecutions
This section has been eliminated by your committee. Ascon-

tained in the House bill, this section, relating to venue in criminal
prosecutions, would have applied in cases where the taxpayer resides
in one judicial district while the internal revenue office where he is re-
quired to file his return, pay his taxi';supply information, etc.; is located
in another judicial district. In such case, the taxpayer might u-se the
United States mail to send the payment, return, or'other document' to
the internal revenue office, and, if he deposited the matter in the United
States mail in the judicial district of his residence, that act would have
the same consequence for purpose of determining the venue as the
payment of the tax or filing of the return or other document in an
internal revenue office. Similarly, the venue would be determined
as if any failure to do such act, or any concealment of property) or
withholding, falsifying, or destroying records, occurred in the judicial
district of his residence.

CHAPTER 77-MISCELLANEOUS PROVISIONS
Section 7501. Liability for taxes withheld or collected

This section, whichh is identical with that of the House bill, contains
no material change from existing law.
Section 7502. Timely mailing treated as timdly'fling

This- section corresponds to that of the. House bill except for a
clerical change.' The section' appis in' 'the 'case where documents
(other than returns) are mailed to the'prpop rofice'i*lthin the time
prescribed by the internal-revenue laws. s indicated by the postmark
on the envelope, an4 arereceived by iat ffic· after such time has
expired. In such case, the document is4eem.d timely file.

Since it is possible to predate postmarks where"mailing machines
or!other dvi6sabuseded, 'sub'ticn :b) ide'that! "o:taiark
not made by the United States post office shall be deemed the date of
deliveryohiy to the extnt permitted by trelatinsl If the dooument
is sent by registered mail rather thin ordarymail, the reistrationbefore the due date ii prima ?fei?evideno tiat the documentwas
delivered' to the fproper officer, and thi date of registration ti deemed
thedatepi.,l,:.,,a,;...,: - ,..;

other'6hah2trnaYcourt&
ment" include a petition tothe' ' ' ': ';

pidsi irnd oe
change described below. Asittntiinie rorsebvel awsi'ia^
prondes that if any act required under-the internal revenue laws is
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required to be performed on a Saturday, Sunday, or legal holiday,
the performance of the act on the next succeeding workday will be
deemed timely. It defines a legal holiday as meaning not only a legal
holiday in the District of Columbia but also, in the case of any docu-
ment required to be filed or any other act required to bSe performed at
any office of the United States located outside the District of Colum-
bia, but within an internal revenue district, a legal holiday at the place
where such obflice is located.
Your committee has amended this section so that the term "legal

holiday" will include, in a(ldition to a legal holiday in the District of
Columbia, only those holidays provided by State law which are
applicable to the entire State in which the document is required to
be filed or the act is required to be performed.
This section will apply, for example, in determining whether a

claim for refund is timely filed or suit for refund is timely instituted,
and in determining whether an assessment is timely made or suit for
collection without assessment is timely instituted.
Section 7604. Fractional parts of a dollar
This section, which is identical with that of the House bill, per-

mits the Secretary to round to the nearest dollar any assessment of
a deficiency or underpayment, and similarly to round to the nearest
dollar any amount he allows as a credit or refund.
Section 7605. Sale of personal property purchased by the United States

This section, which is identical with that of the House bill, cor-
responds to section 3695 (b) and (c) of the 1939 Code, changes exist-
ing law to eliminate the concept that sale of personal property pre-
viously purchased by the United States must be made within the
district where the original levy was made.
Section -7606. Administration of real estate acquired by the United

States
This section, which is identical with that of the House bill, contains

no material change from existing law.
Se&iou 7507. Eemption of insoived banks from tax
This section, which is identical with that of the House bill, contains

no material change from existing law.
Secio 7608. Time for performing certain act poponed by reaoof
This section, which is identical with that of the House bill, contains

no material chae in existing law. It continues in the law those
provision of section 3804 of the 1939 Code which are made necessary
by reason of the continued application of subsection (f) of that section.
Section 7509. Expendiure incurred by the Post Oi Departen
This section, which is identical with that of the House bill, contains

no material change from existing law. .. ;

Sedio 7610. em on from tax on domestic goods. puraed for,.United States
This section, which identical with that of the House bill, contains

no material change from existing law.
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Section 7511. Exemption of conuldar officers and employees of foreign
statesfrom payment of internal revenue taxes on imported
¢r.. s ...

This section,: for which there is no corresponding section in the
House bill, is derived from section 3802 of the Internal Revenue Code
of 1939. This section contains n o material change from existing law
and, since it merely continues in effect the provisions of section 3802,
it is subject to the sam6 modifications as may be applicable to section
3802 by reason of legislation, enacted subsqiiieht to the enactment
of section 3802, relating to alien immigrants with nonresident status.

CIIAPTER 78-DISCOVERY OF LIABILITY AND ENFORCEMENT
OF TITLE

Section 7601. Canvass of districts for taxable persons and objects
This section, which is identical with that of the House bill, contains

no material changes from existing law.
Section 7602. Examination of books and"''itnesses il

This section corresponds to that O6f the House bill except for a
technical amendment and, as amended, contains no material change
from existing law.,
Section 7603. Service of summons

This section, which is identical with that of the House bill, cotitains
no material chahge from existing law'.
Section 7604., Enforcement of summons : ..
This section is identical with that of the House bill. I .;, ;
The section contains no material change from! existing laww, except

that it refers to the district in which the person summoned "resides or
is found,"f whereas existing law refers only to the district in which he
"resides,"
Section 7605. Time and place of examination

This section is identical .with tt of,the Ho-u, bill.;
The section givesthe Secretay authorii y to fix such'time'tnd plac

for the examination 3as rei reaSonable .undgrh; cWircu.itanfp, blUt
when appearance and pro c0po'f'.oan4decoy:ds4'uner siiu'm
is required, the date fixed fiorppe ne may tb' 0
days after the issuapee of such summbisU n This ,provisio supppsdes
the prove' m tiO 3 'Co
when aisummons"8erve4tth9 persn(0nmmoned nmust^eaq d
day for each 25 imle he may requiredd trvel, computed roi the
place of service to the place ofexammaion.' .

This gejonih-ision,whi identical wi at e Ho use tans
no matealoha'ge from eziing law. i, ,,,,... ,;.,;,' , t**.,,; '

Section W1607.n4 Cse;#^W'
This'i ti, isi id W1I*fth1itlhiaofkr bl
Th;oir:idota i ,tiof'p:,itin t. tl,: ,,

of bookB, papers, reerads, o '.daf. etain .ial
and to prywioi ,relatng,twaa
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Secion 7621. Internal revenue districts
This section corresponds to that of the House bill except that your

committee has restored the provisions of existing law-which-prohibit
the combining of parts of 2 different States into 1 internal revenue
district.
Section 7622. Authority to administer oaths and certify

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7623. Expenses of detection and punishment of frauds
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7641. Supervision of operations of certain manufacturers
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7651. Administration and collection oJ taxes in possessions

This section is identical with'that of the HoueC bill.
The section covers the following two matters:
(a) Paragraph (1) extends the' collection authority and powers of

the Internal 'Revenue Service possessions of the -United States so
that if a delinquent taxpayer should remove himself or his property
to a possession of the United States the Internal Revenue Service
will have the same authority and power suchh as the right to collect
by levy and sale) to collect the tax from him, or to reach his property,
in the possession as it would have within the United States. (It may
be noted that two possessions of the United States are now included
within internal revenue districts; namely, Puerto Rico and the Virgin
Islands as is the Canal Zone.)

(6) Paragraph (2) corresponds tobsection 3811 of the 1939 Code in
the case of Puerto Rico and the Virgin Islands with respect to self
employment taxes and social security taxes. Paragraph (2)'provides
that if the tax is imposed within a. possession (as distinguished from
the case described in paragraph (1) of the setiion where 'the tax
liability arises within the Unfited State' buit the' ta'xpayery or'his prop-
erty is within the possession), such tax shall be collected by the
Secretary and 'paid into the Treasury of thlie Unitd Stafes as'iiiterrial
revenue' collections, and all lawsiapplicible to the admnistcrhti6n,
collection, and'enforcement of such tax within the United States shall
also be applicable in the p6ojsion;, Thlis' paragphli ^iff'ei froi
section 3811 in that it provide'a' unilfO '"i'e appliible toi ahy
posse·"ion and to' any tiax Which maybe imposed by "tle Internal
ReVenue Code in the-parti'ciiar. passion,.
Section765 Shipments th United Ste
This section orresponds to that of theHouse bill ceptfor a

clerical &Dg,;- ; i6-'ge
This section corresponds to secUtons 3350and 3360 of the 39egbde,

The only material change from,existing lait is th,e eip sion of
the rules in such terms that.thy will.e, applic e,ifthe txes involved
re collected:by methods otwtqr stnp,! oraPt; y#return.

Scti6n 766S.Sfip'e fmtUnid S .' ;1i
This section, which idsheiietl?t thati of thi Hotusebi;,1 tMii

no material change from existing law.
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Section 7664. Payment to Guam and American Samoa of proceeds of tax.

on coconut and palm oil
This section, which is identical with that of the House bill, contains

no material change from existing law.
Section 7655. Cross references

This section is identical with that of the House bill.
This section contains references to provisions relating to the imposi-

tion of tax in, and the applicability of other provisions to, possessions
of the United States.

CHAPTER 79-DEFINITIONS
Section 7701. Definitions

This section corresponds to that of the House bill except for clerical
changes and for the substantive changes noted below.

Section 7701 corresponds to section 3797 of the 1939 code. How-
ever, several new definitions have been added in this section.

Your committee has deleted the last sentence in paragraph (2) of
the House bill. This conforms to the changes made in subchapter K
of chapter 1.

Paragraph (12) of this section defines the term "Secretary or his
delegate" to include any officer, employee, or agency duly authorized
by the Secretary of the Treasury to perform any function mentioned
or describedd in the context, whether authorized directly or indirectly
)y one or more redelcgations of authority. The teim "or his delegate"
when used in connection with any other official of the United Stat.es is
to be similarly construed.

Paragraph (15), of section 3797 of the'1939 code is an obsolete
definition of "military or naval forces of the United States." More
recent legislation has used the term "Armed Forces of the United
States." Accordinilyi paragraph (15) of section 7701 treats tlhe
terms as i;idntc. Thedefinition in paragraph (15) corresponds
to the 'definition now Included in section 39.3797-11 of Internal Rev-
enule Regulations 118 (the income tax regulations). Briefly stated
the term will include alloftheuniformed forecslof tle De'part:ieis of
Army, Navy, and Air Force,iad will also incliitde theoCoast Guard
Your coimmitLee lias added to paragrapi '(20), which defies the

term "employee"to.iiclude'certaint ful timc life-insuirnce alesmen
a provisionvwhich will make the definition applicable in applying those
sections of ithie income tax laws which relate to accident and health
insurance or accident arid health plans; , or to employees' death benefits.

lairagraph (2D of ths scctipon is new, It defines the term "levy"
to iticlude the power of distraint and seizure by any means.

Paragraph (22) defines the erm "Attorney General" to mean the
At tornyeneral ofthUnitdStates::.

Paragraphs 4(23), .(24), (25), and (26) of this section define the
terms 'taxable yeai^# "fiscal year," "'paid or incurred. and "paid or
acc'i'ued" ahd "trade or business."' Thesedefinitions correspond to
the definition sin section 48 of the 1939 Code. :,:

Paragraph (27) defines the term "Tax Court" to mean the Tax
Court of the United States. . .;

, Pagraph (28) of this section relates to the use in this subtitle
of ters defined in other subtitles Many parts of subtitle F use,
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in a technical sense, terms defined in the basic subtitle levying the
tax to which the administrative provisions relate. For example, the
provisions prescribing the standards and requirements for the filing
of rettirns will, in the case of the income tax, use a term defined in
suiltitle A such as "gross income," and in the case of the estate tax
return will use a termn defined in subtitle B, namely, "gross estate."
In order to make certain that thIe termsin: this subtitle will be given
the same meaning as in the subtitle imposing the tax, paragraph (28)
provides that any term used in this subtitle with respect to the appli-
cation of, or in connection with, the provisions of any other subtitle
of this title shall have the same meaning as in such provisions.
Paragraph (29) defines the term "Internal Revenue Code of 1954"

to mllean the code enacted by this bill, and defines the term "Internal
Revenue Code of 1939" to mean the code, which has been in effect
from 1939 until superseded by the code enacted by this bill.
Your committee has redesignated subsection (c) of the House bill

as (d) and lies added a new subsection (c) to this section to provide
that, any reference in this title to possessions of the United States
shall be treated as also referring to the Commonwealth of Puerto
Rico. This is a clarifying amendment and does not change existing
law.

CHAPTER 80-GENERAL RULES
Section 7801. Authority oJ Department of the Treasury
This section, which is identical with that of the House bill, deals

with.the authority of the Department of the Treasury. Subsection
(a), consistent with Reorganization Plans No. 26 of 1950 and No. 1 of
1952, provides that, except as otherwise expressly provided by law,
the administration and enforcement of this title shall be performed by
or under the supervision of the Secretary of the Treasury.

Subsection (b) provides that there shall be a Geneial Counsel for
the Department to be appointed by the President with the approval
of the Senate. The General Counsel shall be the chief law officer of
the Department and shall perform such duties as may be prescribed
by the Secrctary. The subsection further provides that the Secre-
tary may appoint, and fix the duties of, an Assistant General Counsel
to serve as Chief Counsel of the Internal Revenue Service, and not to
exceed five other Assistant General Counsels. All the Assistant
General Counsels shall be appointed without regard to the civil-
service laws. The Secretary is also authorized to appoint and fix
the (duties of such other attorneys as he deemsh necessary.
Subsection (c) corresponds to section 3932 of the 1939 Code, relating

to the functions of the Department of Justice.
Section 7802. Commissioner of Internal Revenue
This section, which is identical with that of the House bill, corre-

sponds to section 3900 of the 1939 Code, and provides for the appoint-
ment -of the Commissioner who shall have such duties as may be
prescribed by the Secretary. This is existing law by virtue of Re-
organization Plans No. 26 of 1950 and No. 1 of 1952. Provisions
of section 3901 of the 1939 Code have been eliminated from this
bill since under the reorganization plans all powers and duties of the
Commissioner and other internal revenue officers and employees have
been placed in the Secretary, subject to his power of delegation4
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Section 7808. Other personnel
This section corresponds to that of the House bill except for a clerical

change in subsection (c).
Subsections (a), (b), and (d) of this section contain no material

changes from existing law.
Subsection (c) of this section changes existing law by authorizing

the Secretary to purchase blanket or schieduile bonds and to pay, from
the appropriation for administrative expenses of the Internal Rev-
enue Service, the premium of any such bonds or of any bonds required
from officers or employees of the Internal Revenue Service.
Section 7804. Effect of reorganization plans

This section is identical with that of the House bill.
Subsection (a) of this section corresponds to section 616 of the

Revenue Act of 1951. It is designed to preserve the reorganization
plans (No. 26 of 1950 and No. 1 of 1952). This section provides that
all functions vested by this title in any officer or employee or agency
of the Department of the Treasury shall be subject to the plans. One
important difference between this subsection and section 616 of the
Revenue Act of 1951 is that this subsection provides that the re-
organization plans will also apply to any act amending this title,
unless such amending act expressly provides to the contrary.

Subsection (b) of this section, which corresponds to the provisions
of section 3 of Public Law 567, 82d Congress, contains no material
change from existing law.
Section 7805. Rules and regulations

This section, which is identical with that of the House bill, contains
no material change from existing law.
Section 7806. Construction of title

This section is identical with that of the House bill.
Subsection (a) of this section corresponds to section 2 of the 1939

code.
Subsection (b) of this section corresponds to provisions which were

included in the enacting clause of the' Internal Revenue Code of 1939.
These provisions are to the effect that no inference shall be drawn
from the arrangement and classification of the provisions in the code, or
from the side notes and ancillary tables contained in the various prints
of this act before its enactment into law.
Section 7807. Rules in effect upon enactment oJ this title

This section corresponds to that of the House bill except for a
claifying change.. ,;

Subsectionl (a) of thisiecti s 'an interim provision, for adninistra-
tion of the title untilregulations are::imuilgatd 'hnder' any provision
of this title which depends for its'pplicat ion upon,the promilgation'
of regulations (or which is to 'be applied in such1nnierasmay by
prescribed by: regulations).:, bUndersubsection (a) 'he pr'ent iiues or
regulations of the Internal ReiueIService are t: be given eftuntil
the necessary regulations are .promulIgated. For example t/Sl' sunb-
title require; property :peized br', levy Co be soid in c6corace :witt
regulations. Until such.relations are issid,tihe sale shall jmii d
under existing rules (.wheier!'or not published) of the Intmrnal
Revenue Service which wold be valid if issued under this title,
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Thius, if the time andmethodd for making the sale are covered by instruc-
tions issued to district directors which would be valid under this
title if issued as regulations thereunder, such rules shall continue to
apply until appropriate regulations are issued.

Sublsection (b) of this section has been rewritten by your committee
for the purpose of clarity and, as in the House bill is designed to
preserve the effect under this title of any election or other act (au-
thoried under this title) which was in fact made under the corre-
sponding provisions of prior law. It also provides the applicable
rule for those cases where the provisions of this title refer to the
application of this title to prior periods which were subject to the
1939 code rather than to this new code. Briefly stated, subsection
(b) is designed to handle the problem of transition from the 1939 code
to the 1954 code by providing, in effect, that the 1954 code shall
l)e applied (insofar as it depends upon the application of the law. to
a prior period) as if the new code were a continuation of tlhe 1939
code with the changes in law incorporated in the new code having
been made by amendment (with the same effective date as the date
such change is effective under the 1954 Code) to the appropriate
sections of the 1939 Code.
Section 7808. Depositaries for collection

This section, which is identical with that of the House bill, con-
tains no material change from existing law.
Section 7809. Deposit of collections
This section is identical with that of the House bill and contains

no material change from existing law.
Section 7851. Applicability of revenue laws

'lhis section correspon(ls to that of the House bill except for several
substantive and technical changes noted below.

Subsection (a) of this section provides effective dates for the ap-
plication of the 1954 Code and for the repeal of the provisions of the
1939 Code. Briefly stated, this subsection of the House bill provided
that the 1954 Code will apply (and the corresponding provisions of
the 1939 Code are repealed):

(1) In the case of the income tax, with respect to taxable years
beginning after 1953 (except any short taxable year which does not
en(l after the date of enactment of the 1954 Code);

(2) In the case of the estate tax, with respect to estates of decedents
dying after the date of enactment of this bill; and

(3) In the case of gift taxes, employment taxes, excise taxes,
alcohol and tobacco taxes, and machine guns and certain other
firarims taxes, on January 1, 1955.

Briefly stated, your committee has amended subsection (a) to
make this code applicable on the day after the date of its enactment
in the case of the taxes on machine guns and'certain other firearms.
Paragraph (I1) of subsection (a) provides that chapters 1, 2, 4;

and 6 of the 1954 Code shall apply only with respect to taxable years
beginning after 1953 and ending after the date of eiiactmet of the 1954
Code. These chapters relate to normal taxes and surtaxes on income,
the tax on self-employment income, the recovery of excessive profits on
Government contracts, and consolidated returns. With respect :to
taxable years beginning before 1954, and short taxable years beginning
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after 1963 and not ending after tle date of enactment of the 1954 Code,
chapter 1 (exceptsecs'. 143 and 144, relating to withholding), chapter 2,
and section 3801, of the 1939 Code are continued in force, It may be
noted that the provisions of chapter 1, which will apply to. taxable
years to which the 1954 Code is not applicable, include many adminis-
trative provisions which will remain in effect with respect to such tax-
able years, such as the provisions for filing returns, the provisions
with respect to' periods of limitation, the provisions with respect to
the determination of deficiencies, 'the provisions for additions to tilhe
tax in case of delinquency in filing the return, or negligence or fraud,
the provisions for interest on deficiencies, etc.
The provisions of subtitle A of the 1954 Code relating to with-

holding of tax, namely, chapter 3, are made iaplicable, in tle HIouse
bill, to payments made after the date of enactment of the 1954 Code.
Your committee has amended paragraph (1) (B) of subsection (a)
to make the provisions of chapter 3 applicable to payments made
after December 31, 1954; the corresponding provisions of sections
143 and 144 of the 1939 Code will remain in effect with respect to
payments made before January 1, 1955.
The provisions of chapter 5 of the 1954 Code, relating to transfers

to avoid income tax, are made applicable under the House bill, to
transfers made after the date of enactment of the 1954 Code. Your
committee's amendment to paragraph (1) (B) of subsection (a) makes
the provisions of chapter 5 applicable to transfers made after Decem-
ber 31 1954; the corresponding provision of the 1939 Code (ch. 7
thereof) will remain in effectw ith respect to transfers made prior
to the date on whichsuch chapter 5 becomes applicable.Subparagraphl (C) provides that any provision of subtitle A (income
taxes) which contains a provision stating its applicability in terms of
a specific date (occurring after December 31, 1953) or in terms of the
taxable year ending after a specific date (occurring afterDecember 31,
1953), shall apply to taxable years ending after such date. These
provisions are, in tile case of taxableyears subject to the 1939 Code,
to be considered a part of that code, but are to be applicable only to
taxableyears ending after the specific date. For example, section 116
of the 1954 Code (partial exclusions of dividends received by indi-
viduals) will apply to a fiscal. year individual whose fiscal year ends
September 30, 1954, even though such taxable year began before
January 1, 1954, and is therefore subject to the 1939Code. ..In the
case of many such provisions in this code, no specific provision is
made with respect to the rules which are applicable prior to those
specific date. Your committee has, amended this subsection to pro-
vide thatin ay such case' those rules shall apply which are provide
by the 1939 Code andi which' would be superseded if the provisions
applicable after the specific date were an amendment of the 1939 Code
exceptthatt section 2039:(c) of this bill applies to decedents dyingafter'Dece'mbi 3l- 1953.- i. , .-.. - -..II,/Paragraph (2) of subsection (a)- contains the general rule for appli-
cability of subtitleB (estate and gift tax), Subparagraph (A) provide
that chapter 11 '(estate 'tax) shall apply only' to estates of odecedents
dying after the dite of the enactment of thee 1954 Code, and with
respect t~sich"estat~t baptre3 of the 1939 Code is repealed.; Th
tax on'etfates of deedents dying on or before the date of 0enactm.t
oftie 1954 !Code will be determined under chapter 3 of the 1939 Code.
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Subparagraplh (B) provides that chapter 12 (gift tax) shall apply
with resl)(ect to calendar years 1955 andafter, and with respect to
1hose, years (chapter 4 (gitt tax) of the 1939 Code is repealed. The
tax on gifts made on or before December 31, 1954, will be governed

1)y tie 1939 Code.
As in the case of the income tax, the estates subject to the estate

tax impose dbiy the i1939 Code, and the calendar years subject to the
gifttn xitn-posd by-tlhat code, will also continue to be subject to tlhe
ad(minis.tratlve provisions containedin chapters 3 and 4 of such code,
wlhi(hi chllipters are continued in effect with respect to such estates
lll1(lsuch calendar years. Thus, tile requirements for the filing of
retll'ns, the provisions relating to deficiencies, additions to the tax,
intieret, )perio(ds of limitation, etc., provided in such chapters 3 and 4
reCmalin it effect with respect to the taxes to which such chapters are
applicabl>e.

Panrlgrajili (3) contains the general rule for applicability of subtitle
C (emplo'ymielit taxes). This subtitle applies only with respect to
reimnt(ihation paid after December 31, 1954, except for chapter 22
(Railroad Retirement Tax Act) which shall apply with respect to
remunerllllation paid after December 31, 1954, for services rendered
afterthat date. Chapter 9 (employment taxes) of the 1939 Code is
rel)eal( with respect to remuneration paid after December 31, 1954,
excej)t that subchapter B (which corresponds to ch. 22 of the 1954
('ode), and suilbchapter E (administrative provisions) to the extent
thalt it relates to subchapter B, will remain appIicable with respect to
relmulneration paid after December 31, 1954, for services performed
()ll or )efore that (date. In the case of payments of remuneration to
which chapter 9 applies, the provisions of the 1939 Code with respect
to the requiirements for collecting and paying over the tax, filing
ret.1urns, interest, additions totile tax, and perio(ls of limitation remain
app)lictable. Many of these provisions are included( in chapter 9,
whli(ch chapter remains in effect with respect to such remuneration,
fnd other such provisions are included in chapter 28 and subtitle D
of tlhe Intelrnal Revenue Code of 1939.

l'aragraphs (4) and (5) of sul)section (a), in the House bill, provide
thlat. sui)btitle1) (relating to miscellaneous excise taxes) and subtitle E
relatingg to alcohol, tobacco, and certain other excise taxes) shall
apply on and after January 1, 1955.

Your committee has amended paragraph (5) of subsection (a) to
provide that subttitle E shall take effecton January 1, 1955, except
fliat the provisions of chapter 53 (relating to taxes on machinekguns
and certain other firearms), the provisions in sectionr5411 permitting
thoe use of a brewery under regulations' prescribed by the Secretar-y
or his (dleiegate for the purpose of producing and bottling soft drinks,
mdn( the provisions of section 5554- (relating to pilot-plant operations),
shall take effect on the day after the date of enactment of this title.
Your conriiit.tee llas 'made conforming-changes with respect to the
repeal of the provisions of the 1939 Code.

Except for the change noted above, these pariaphs also provide
that subtitles B and C (except chs, 7 9, and 28 thereof) of the i939
Codlearc repealed[ effective January i 1955. These subtitles of the
1939 Co(le relate to excise taxes, including alcohol and tobacco taxes.
Thus, except for the taxes on machineguns and certain other fire-
arms provided for in subchapter B of chapter 25, and part VIII of
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subchapter A of chapter 27 of the 1939 Code, all other excise taxes
(including alcohol and tobacco taxes) will be imposed under the 1939
Code until January 1, 1955 and on and after that date they will be
imposed under the 1954 dode. As in the case of other taxes, the
administrative provisions of the 1939 Code (other than those spe-
cifically made inapplicable after the date of enactment of the 1954
Code or after December 31, 1954, by par. (6) of subsec. (a), which
is discussed below) will continue to apply to the taxes and other
liabilities imposed under the 1939 Code. The requirements with
respect to stamps, and the recitements for the filing of returns,
the provisions relating to deficiencies, additions to the tax, interest,
periods of limitation, etc., provided in the 1939 Code will remain in
effect with respect to these excise taxes (including alcohol and tobacco
taxes) imposed under the 1939 Code. Although the special occupa-
tional tax is paid for engaging in business during the special tax year
beginning July 1 and ending June 30, the fact that the 1954 Code
becomes applicable on a date other than July 1 will not interrupt
the running of the special tax year so as to require an additional
payment of tax solely by reason of the reenactment in the new code
of the same special tax provisions which are now included in the 1939
Code. See section 7807 (b)O(2).

Paragraph (6) of subsection (a) of the House bill provided that sub-
title F of the 1954 Code, relating to procedures and administration,
will apply on and after the day after the enactment of such code to the
taxes imposed by the 1954 Code. When it, becomes applicable as to
those taxes, it will be fully applicable regardless of whether its provi-
sions relate to an event prior or subsequent to the date on which it be-
comes applicable. Thus, for example, the requirement in section 6011
that an income-tax return be filed for the taxable year if the gross
income is $600 or more is applicable to a taxpayer on the calendar-year
basis for the calendar year 1954, even though he may have received
the gross income prior to the date of enactment of the 1954 Code. Al-
though, as indicated above, many of the administrative provisions of
the 1939 Code will remain applicable to the taxes imposed under that
code, such as provisions relating to the requirement for filing returns,
additions to the tax, interest, periods of limitation, etc.,'paragraph'(6)
of subsection (a) of the House bill specifically makes applicable tO
such taxes certain of the general administrative provisions of the 1-954
Code. These provisions will apply notwithstanding' any contrary
provisions of the 1939 Code, and therefore supersede such contrary
provisions. The provisions of the 1954'Code which apply. to the
taxes imposed by the 1939 Code are the type which are not closely
related to a particular tax but involve the general administration of
the revenue, For example' under the House bill after the: date of
enactment ah ssessment of taxes imposed by the 1939 Code Will be
made. in the same manner as an assessment of taxes imposed bythe
1954 Code. Simnilarly, after such: date, the provisions of the 1954
Code relating to levy and sale will apply to the collection of taxes
imposed by both codes.
Your committee, however, has amended paragraph (6) so that the

provisions of the 1954 Code relating! tO assessment (ttiher'than the
provisions relating to deficiency procedures in- the 'case of' inc'eome
estate, and gift taxes), collection, and abatements, credits and refund
shall become applicable to taxes under both the 1939' Code and the
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1954 Code on.January 1, 1955, and so that prior to stich date the
corresponding provisions of the 1939 Code shall remain in effect with
respect to taxes under both the 1939 Code and the 1954 Code.
Chapter 75 of the 1954 Code relates to crimes and other offeines

whicli are punished by proceedIi n court. Under paragraph (6)'of
subsection (a), this chapter will become applicable, on the day after
thile (date of enactino t.)of the 1954 Code, to offenses therein d(escribe(l
committed after the (late of enactment, withrespictcto taxes under
tlhe 1939 Code. If the criminal or civil penalties (collectible by suitt)
provided in chapter 75relate to an offense (committed aftertheedaite
of enactment of thle 1954 Code) with respect to a tax imposed by the
1939 (lode, any criminal penalties or civil penalties (collectible by
suit1) under the 1939 Code will not apply, but the penalties under
chapter 75 will be the only penalties' f sciitl nature applicable to the
offense. Among other provisions of the 1954 Code which will become
applicable to taxes imposed by the 1939 Code are the definitions in
chapter 79. These definitions will supersede the definitions in section
3797 of the 1939 Code. They, of course, do not supersede any specific
definition-included in provisions of a chapter of the 1939 Code imposing
a tax under that code.

Paragraph (7) of subsection '(a), except for a clerical change, is the
same as tlihe House bill and provides that any provision not otherwise
provided for will take effect on the day after enactment of the 1954
Code. It also provides for the repeal of those provisions of the 1939
Code not otherwise provided for, effective on the day after enactment
of the 1954 Code.

Subsection (b) of the House bill contained provisions relating to 'tihe
effect of the repeal of the 1939 Code on existing rights and liabilities,
and the effect of such repeal on existigg:iofficesi, appointhiments, etc.
Your committee has amended subsectl8ii(b) by including the provi-
sions relating to existing rights and liadilities in'paragraph'(1)'of sub-
section (b), by including the pr-ovisions relating to existing offices,
appointments, etc., in paragraph'(2) and by making-crtain changes
in this provision as described below;, and 'by adding a new paragraph
(3), described below, with respect to existing delegations of authority.

Subsection (b) provides that the repeal of any provision of the
1939 Code will not affect acts done'or riglt.s accrued or accruing or
any suit or proceeding had 'or commenced before'the repeal, but all
rights and liabilities under thle 1939,Code will continue and may 'e'
enforced as if the repeal had not beenimade. For example, the lia-'
bility for any tax imposed by theo 1939 Code prior to its repeal will
continue until paid notwithstanding suclih repeal.

Subsection (b) of the House bill ,provided that all offices, posttionis'
appointments, employmentsi boards, or committees authorizedb! ttih
1954 Code shall not be abolished ;by repeal 'f6 the provisions ' thie
1939 Code, but shall continue under :the:p(i6ent provisions'of the
1954 Code.' Your committee has made clarifying changes in thii pro-
vision and has further amended this: provision to include initerial
revenue districts. The provision adopted by your committee is
designed to continue despitet the repeal of the 1939 Code and the
enactment of the 1954 Code)' all office, :positions,'bairds,; anid 6m
mittoes, all appomintents and employment fofoficer'ndemployeesi,and all internal revenue districts, existing immediately prior to' the
enactment of the 1954' Code, the dontinuante of which is' not mani-
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festly inconsistent with any provision of the 1954 Cod.e,, -It is also
made clear that, -in very such case. the authority .to make changes
shall not be restricted by this' provision of the 1954 Code,
Your committee has added a new paragraph relating to existing

delegations'of' authorityy.' This pragraph! provides that, -notwith-
standing the repeal of. the 1939, Code,, any delegation of authority
made pursuant 't the priovisiois of Reorganization Plah No. 26 of
1950 pr Reorganization Plan No. 1 of 1952, including any redelegation
of autiorfr iiimAd 'p'frdant to aany sUch delegation of auithtrity,';and
in effect under the 1939 Code immediately preceding the' enactment
of this code, shall remain in effect for purposes of the 1954 Code,
unless distinctly inconsistent or'Aianifestly incompatible with the
provisions of the 1954 Code. This provision does not limit-in any
manner the power to amend, modify, or revoke any such delegation or
redelegation of authority.

Subsections (c), (d), and (e) of the House bill have been continued
without change in the bill reported by your committee.

Subscti6on (c) provides that offenses committed and penalties or
forfeitures incurred under the provisions of the 1939 Code which are
repealed may be prosecuted and punished with the same effect as if
the 1954 Code had not been enacted.

Subsection (d) provides that all periods of limitation, both civil and
criminal, which are repealed shall continue to apply to all suits, pro-
ceedings, or prosecutions, whether civil or criminal, for causes arising
or acts done or committed before such repeal, as if the 1954 Code had
not been enacted.

Subsection (e) provides that, for the purpose of applying the 1939
Code or the 1954 Code to any period, a reference in either the 1939
Code or the 1954 Code to a provision of either such code which is not
then applicable shall be deemed a reference to the corresponding
provision of the other code.
Section 7862. Other applicable rules

This section corresponds to that of the House bill except for a
change in subsection (b) and a change in subsection (d), both of which
are discussed below.

Subsection (a) provides for the separability of any provision of
this title which is held invalid as to any person or circumstance.

Subsection (b) of the House bill provided that references in other
laws of the United States to any provision of the Internal Revenue
Code of 1939 shall, when appropriate, be deemed references to the
corresponding provision ofqthis title unless otherwise expressed.
Your committee has amended this subsection to make it also applicable
to any Executive order which refers to a provision of the 1939 Code.

Subsection (c) prevents a double deduction of, or a double inclusion
in income of, the same item for Income tax purposes under chapter
I or 2 of the 1939 Code and subtitle A of this title unless specifically
provided for. For example, if in 1954 a taxpayer on the calendar-
year basis takes a deduction for an embezzlement loss discovered in
that year, the same loss may not be deducted for any prior year under
the 1939 Code, without regard to when the embezzlement occurred.

Subsection (d) of the House bill provided that no section of this
title shall apply in abrogation of any treaty obligation of the United
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States. Your committee has amended this subsection to make it
clear that it applies only to treaties in effect on the date of enactment
of this title.

SUBTITLE G-THE JOINT COMMITTEE ON
INTERNAL REVENUE TAXATION

This subtitle, which is identical with that of the House bill, contains
no change from existing law.
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